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Certified Public Accountants 


by John L. Carey 


The professional accountant is guided by a code of ethics in every 
facet of his professional life—in his dealings with clients, his relations 
with fellow-practitioners, and the impressions he makes on the public. 

In this new book, the executive director of the Institute has made a 
comprehensive study of these ethical concepts and rules, showing what 
they mean, why they are necessary, and how they apply to specific areas 
of professional activity. 

Professional Ethics of Certified Public Accountants is of vital interest 
to every practicing accountant, It will serve as an authoritative refer- 
ence on ethical questions that come up in practice and in general pro- 
fessional development. And it reveals how the Institute’s committee on 
professional ethics has ruled on similar questions in the past. 

The book is equally important to every accounting student since it will 
give him an early insight into the professional thinking that is at the 
basis of a successful public accounting career. 
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Accounting instructors and schools may order this book 
for students’ use at our 40% educational discount rate. 
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WHY ACCOUNTING?* 


Drxon FAGERBERG, JR. 
Vice-President, American Institute of Accountants 


y be an accountant? Why en- 
WV courage accounting as a career? 
Granted that there is a great 
social need for good accounting and good 
accountants, this question remains: Is it 
satisfying and rewarding to be an ac- 
countant? The answer is: Yes, the attrac- 
tive qualities of accounting as a study and 
as an applied art greatly appeal to many 
people. It follows that the student about 
to decide on a career should be told about 
some of accounting’s often overlooked 
attractions and some of the seldom-men- 
tioned personal characteristics of the men 
and women who professionally practice it. 
Here is such an inventory. 


SOME APPEALING INTELLECTUAL 
QUALITIES OF ACCOUNTING 
AS A SUBJECT 


Accounting Calls for the Well Rounded 
Exercise of Almost All the Mental Faculties 


When we were little boys, many of us 
aspired, some day, to become locomotive 
engineers. Somewhere I read that there 
was a sound psychological basis for this 
natural appeal because the job exercised 
in such pleasing variety so many satis- 
fying factors, viz., physical strength, 
judgment of speed and distance, use of the 
eyes and hands, the thrill of coordination, 


* This paper was presented at the annual meeting of 
American Accounting Association, Seattle, on 
August 28, 1956. 


and the sense of having a real responsibil- 
ity and doing something useful. 

In the realm of intellectual endeavor, the 
same thing is true of accounting to a far 
greater degree than the uninitiated ever 
realize. 

The twin foundation-stones of almost all 
fields of knowledge (with the exception of 
aesthetics and the fine arts) are expression 
of intelligence through /anguage and mathe- 
matics. The computational phase of ac- 
counting has been greatly exaggerated in 
the mind of the general public. Actually, 
accounting as a discipline and as a subject 
to be intellectually mastered requires a 
rich and balanced variety of mental 
aptitudes running the whole gamut from 
language facility to mathematical preci- 
sion. And this is likely to be more true 
as mechanized equipment takes over more 
and more of the figure-work drudgery. 

Do students about to choose a career 
fully realize this? 


Accounting Also Brings Into Play a 
Balanced Variety of Human Interests 


In his book Realms of Value, Harvard 
philosopher Ralph Barton Perry stresses 
that interests are what make us “tick.” 
This causes us to ask, “What elements 
create a healthy interest?” The answer is a 
right balance between the near at hand 
and the far away, between study and 
application, between thinking and doing, 
between the utilitarian and the cultural, 
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and the quality of being neither too easy 
nor too hard. If an objective is virtually 
impossible of attainment, we are quickly 
discouraged and lose all interest. On the 
other hand, if there is nothing to it and the 
result is a foregone conclusion, our interest 
evaporates. 

On this criterion, accounting scores 
very well indeed. Our field is close to the 
middle of the interest spectrum. Every 
day the accountant converts abstract 
principles into economic actuality which 
affects living people here and now. What 
we do does make a difference, now and in 
the living future. We are not in the role 
of the scientist who explained to his 
audience that the earth would cool off 
and disintegrate in about 50 billion years. 
One person raised his hand and inquired, 
“Did you say 50 billion or 50 million 
years?” Answer, “50 billion.” ‘Well,’ 
said the inquirer, “now I feel relieved.” 


Auditing Techniques Open the Door to 
Fact-Finding and Facts-Correlation at Their 
Best 


Recently there was published in the 
Reader’s Digest an arresting article point- 
ing out that people who amount to some- 
thing usually have two characteristics in 
common, curiosity and discontent. That is, 
they are not satisfied with the world as it 
is, and they want to find the reasons for 
everything and then do something about 
it. 

In my college days, and presumably 
now, the serious students of economics 
and the social sciences knew chapter and 
verse of the catalogue of the ills afflicting 
the world, and greatly yearned to do 
something about it. The difficulty was 
that we did not know, as students, how to 
enter an actual situation and get the facts 
necessary to do something about it. 

Here the accountant and auditor have 
great advantages. It is a satisfying feeling 
to have quiet confidence in your ability to 
go into the records of a corporation or a 


governmental unit and dig out the facts 
which lead to the problem’s solution. 

Are students fully aware that their 
curiosity, their zeal for fact-finding, must 
be implemented by techniques akin to 
those of the trained auditor? 


Organization-Wise, Accounting Is a Power- 
ful Integrating Force 


Coordination, teamwork and power 
strongly appeal to almost everyone. 

Although professional accountants and 
professional management are mindful of it, 
the laity has little conception of the fact 
that without accounting the nation’s 
business could not possibly be organized 
on its present scale. 

Perhaps the greatest secret of the 
amazing productivity of the postwar J 
economy is not concentration, but de- 
centralization, of operations. The old 
Spanish proverb, “The eye of the owner 
fattens the calf” has less and less applica- 
bility. For today results and responsibil- 
ities are correlated primarily through 
accounting rather than by physically 
watching people perform. 

If properly aware of accounting as a J 
powerful integrating force, would not | 
more of our young brainpower decide to § 
“join”? 


Accounting Is the Soul and the Embodiment ) 
of the Philosophy of Improvement and 
Accomplishment through Measurement 


In almost all fields of performance, | 
successively greater achievement is closely 
inter-related with measurement. Mount | 
Everest was climbed because it was there | 
as a challenge. In a sense, records are | 
broken because the measurements are } 
there. Man is the animal that measures | 
and compares. 

It may seem trite to us, but in the 
educational processes it cannot be over- 
emphasized that the central aim of 
accounting is justly to measure and com- 
pare economic effort and performance in 
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terms of both monetary and non-monetary 
units. Rightly appreciated, this alone gives 
accounting a color and fascination not 
usually comprehended by the general 
public. 


SOME SELDOM MENTIONED CHARACTER- 
ISTICS NEEDED BY ACCOUNTANTS 


To this point we have stood off a little 
and praised rather impersonally some of 
the leading aspects of accounting as a 
sphere of knowledge. But high school 
students as well as college lower classmen 
must be motivated by a more intimate 
personal description of what it is like to 
be an accountant. They wonder what 
opportunities for self-expression account- 
ing affords. What color or glamor is 
associated with it? Very quickly now, let 
us comment on accounting’s more salient 
points of direct personal appeal. 


Style 

Like athletes or teachers or doctors or 
ministers, no two accountants are alike. 
They differ in their grasp, their depth, 
their approach, their thinking, their mode 
of expression. Some tend to be “‘lumpers,” 
others “splitters.” Some are good all- 
around accountants, others excel in special- 
ized areas. But the point is that each 
accountant has a certain individualism 
and style all his own—in attacking prob- 
lems, in writing reports, in dealing with 
clients. Yet the general conception is that 
accountants are all alike and simply spend 
hours upon hours pouring over figures. The 
fact that style and individualism play 
as great a part in professional accounting 
success as in other fields should be men- 
tioned, nay emphasized, a great deal more 
if the profession is to recruit for the future 
the young talent it needs. 


Imagination 
It also comes as a surprise to most 


people that, to an unusual degree, success 
in accounting demands a vivid, lively, on- 


your-toes imagination. Mind you, the 
requirement is not the kind of imagination 
where one pictures something that isn’t 
there. Rather it is the ability to form cor- 
rect mental images of everything pertinent 
that is there. One man is satisfied and 
passes along if an account balance is cor- 
rect. The more imaginative man sees in 
each account and grouping of accounts 
a living situation and set of relationships, 
which, upon further penetration, may 
yield important managerial recommenda- 
tions. 


Inventiveness 


Creative invention, in any field, suc- 
cessively involves hypothesis, experimenta- 
tion with alternatives, design of models, 
dry-run testing, and then installation, 
tune-up and, finally, smooth operation. 
System work is the creative side of ac- 
counting par excellence. With new methods 
and forms and machines available, what 
field could be more alluring to the wide- 
awake, creative, inventive young mind? 
Logic 

Dear to the hearts of true accountants 
is sound reasoning and logic. Along with 
English, a stiff course in logic should be 
required of all candidates for the ac- 
counting degree. 

If they were not so potentially danger- 
ous, many of the common instances of 
illogic would be funny. Here is an illustra- 
tion: 

Not long ago we were stopping all trucks on the 
highway to determine if they were properly 
registered and paying the highway taxes owed. 
Upon being checked, one evader said, “But she’s 
a woman.” We thought the driver was deaf and 
had not heard us right. We explained again. To 
which he shouted back, “Yes, I understood you, 


but this truck is owned by a woman and I don’t 
see why the State should take advantage of her.” 


Linguistic Skill 
There are great opportunities in ac- 
counting for effective written and verbal 


acts 
heir | 
nust § 
1 to 

er- 
wer 
and 
of it, 
fact § 
on’s § 
ized § 
the § 
war 

de- § 

old 
vner 
ica- 
ibil- 
ugh § 

y 
iS | 
not 
e to 

ent 

and 
nce, 
sely | 
unt 
here 

are 

are 
ures 

the 
ver 

of § 
om- § 
e in | 


6 The Accounting Review 


expression. In the past perhaps no single 
factor has been a greater impediment to 
accounting’s professional recognition than 
the humdrum report written in stereo- 
typed technical jargon. We shan’t dwell 
further on this point. The high schools 
and colleges are at long last adequately 
stressing mastery of the English language 
as a prerequisite to success in both business 
and professional careers. Recently I 
learned that at Stanford proper grammar, 
correct spelling and clearness of expres- 
sion will henceforth be a factor in grading 
the examinations and papers submitted in 
all undergraduate courses. 


Practical Judgment 


The exercise of judgment, the making of 
decisions, and the formulation of policies 
absorb practically all the working time of 
the partners of accounting firms. There is 
seldom a dull moment. Circumstances and 
situations vary unceasingly from day to 
day. Pure principle must constantly be 
reconciled to the exigencies and pecu- 
liarities of each case. A high order of knowl- 
edge and experience is called into play at 
every turn. No student, no aspiring 
young accountant, need fear that his 
capabilities will not be sternly tested as 
he demonstrates his capacity to assume 
such responsibilities. On the most reliable 
authority he can be assured that same- 
ness and routine, contrary to common 
initial impressions, form but a small part of 
higher accountancy in actual practice. 


Active Interest in Social Welfare 


We have previously spoken of the 
curiosity-and-discontent combination and 
have pointed out that auditing know-how 
can be the bridge which can transform 
these impulses into human benefits. It is 
not too much to say that a broad knowl- 
edge of society and an understanding of 
economics in a “commonwealth” or “polit- 
ical economy” sense is indispensable for 


the young man entering accountancy to. 
day. Without it, he does not properly 
comprehend the relation of the parts to the 
whole. With it, his accounting wagon is | 
hitched to a star. 


SOME BENEFITS OF INTENSIFIED TRAFFIC 
BETWEEN THE PROFESSOR ON THE 
CAMPUS AND THE PROFESSIONAL 
ACCOUNTANT IN THE OFFICE 


Our remarks today actually have been | 
focussed on the students who will form 
the accounting profession of the future. 
They have been addressed to you members 
of the American Accounting Association J 
because of your incalculably great influence 
on the up-and-coming younger genera- 
tion. 

A few concluding words are perhaps in 
order about the direct relations between 
professional accounting practitioners and 
the professional accounting teachers. 

In general, we are on the right track. 
We are getting together oftener. Our chief 
mutual need is simply more of the same. 
We each need continuing shots of each | 
other’s vitamins. We need each other's 
mutual encouragement and lift to war | 
fiercely and forever against all forms of | 
defeatism. 

It is not at all uncommon for doctors to § 
return to medical schools every few years 
to bring themselves abreast of the latest 
medical knowledge. It would do account- | 
ing practitioners good to do likewise and 
get off the treadmill every few years, | 
return to the campus, benefit from the | 
high association with you, get back to | 
first principles, and even delve into some 
of the unread books in their own office | 
libraries! 

Now, in closing, I must confess that my 
final observations are sentimental and | 
biased—biased strongly in your favor. As @ 
I look back I cannot think of a finer group | 
of men than my college profs. I am sureall | 
of your students so regard each one of you. 
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Why Accounting? 7 


Samuel R. Gould, president of Antioch 
College, has well expressed the unique 
and proud feeling which must be your 
common experience: 

“We all teach in one way or another and find in 
it an unusual and almost mysterious satisfaction 
_.. which counterbalances all of the drudgery, 
the heartaches and the sacrifices which are a part 
of every worthwhile profession. . . . 


“Tf you have ever watched a young mind begin 
to soar to new heights and have sensed that you 
are participating in this unfolding of the intellect, 
if you have ever guided the unsteady and unprac- 
ticed hand and watched it suddenly grow firm and 
purposeful, then you have felt the sense of being 
a humble servant in the furtherance of man- 

In short, “ . . . a teacher is a person with a touch 
of immortality... .” 
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THE NATURE OF BUSINESS COSTS, 
GENERAL CONCEPTS* 


Norton M. BEDForD 
Professor, University of Illinots 


mittee of the American Accounting 

Association issued a tentative state- 
ment of accounting principles underlying 
corporate financial reports. That tenta- 
tive statement and subsequent revisions 
suggested broad concepts and standards 
underlying the preparation of accounting 
reports on financial position and income. 
The reaction of accountants, both practi- 
tioners and academicians, to the endeavor 
has been favorable and the profession of 
accountancy has been advanced by their 
issuance. 

It has long been recognized, however, 
that there is a need for an additional 
statement of concepts either supplement- 
ing the basic formulations by indicating 
more precisely the implementation of the 
broad concepts in the area of cost ac- 
counting, or complementing the basic 
statement by developing additional broad 
concepts underlying many other account- 
ing reports to management. In view of the 
current interest in the complementary 
concepts, the Cost Committee of the 
American Accounting Association has 
developed a “‘Tentative Statement of Cost 
Concepts Underlying Reports for Man- 
agement Purposes.’ It is the purpose of 
this paper to indicate some of the thinking 
of the Cost Committee in developing this 
tentative statement. 

Essentially the area of accounting not 
covered by the broad statement of concepts 
and standards underlying corporate finan- 
cial reports is represented by a host of 
accounting reports useful to management 


[: June, 1936, the Executive Com- 


* This paper was presented at the Annual Meeting 
of the American Accounting Association, Seattle, on 
August 29, 1956. 

1 ACCOUNTING Review, April, 1956, pp. 182-198. 


in (1) planning the future activities of the 
company, and (2) controlling current 
activities of the company so that adopted 
plans are carried out satisfactorily. It is 
evident, of course, that the income state- 
ment and the balance sheet provide in- 
formation useful to management in per- 
forming these two broad functions but it is 
also equally evident that there are many 
other reports used by management in 
performing the planning and control func- 
tions. These other reports vary in nature 
and in content but a significant number 
of them are in the nature of reports on 
costs. It is to these reports that the Cost 
Committee directed most of its efforts. 
Assumption of the task of preparing a 
statement of the cost concepts underlying 
reports for management purposes required 
the Committee to reach some agreement 
on the nature of business cost. An examina- 
tion of the literature of economics, man- 
agement, and accounting, provided a host 
of various concepts of cost such as sunk 
cost, out-of-pocket cost, real cost, op- 
portunity cost, imputed cost, controllable § 
cost, variable cost, and even discretionary 
cost. All of these terms, as well as many 
others, presumably fall within the broad 
area of business cost. The problem be- 
came one of finding (1) an element com- 
mon to all of the various concepts of cost 
which may be described as the basic 
nature of business cost, and (2) develop- 
ing a framework such that the relationship 
of the various concepts of cost may be 
evident. 
To the layman it must appear that the 
element common to all of the concepts 
of cost may be an outlay of cash to acquire 
economic resources either by purchase or 
by production. There is merit to this view, 
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The Nature of Business Costs 


for if a firm has no resources other than 
= cash, it seems that the cost of creating or 
acquiring an economic resource might well 
be the cash outlay required. But often 

resources are exchanged for other re- 
© sources, and to maintain that an exchange 
of resources for resources should be valued 
at the cash outlay involved (unamortized 
book value of the resources given up) is 
contrary to a considerable amount of 
accounting, business, and economic think- 
ing. More often the cost of productive 
resources acquired in exchange for other 
productive resources is considered to be 
the fair “‘selling’’ market value rather than 

the fair “buying” market value of the 
} resources given up, which measures cost as 
cash foregone rather than as cash outlay. 

Reconciliation of the two views of cost 
as cash foregone (cash not required be- 
cause the resource was not sold) and as 
cash outlay (acquisition or reacquisition 
price) is at times attempted by conceiving 
cost to be a cash release and assuming that 
release includes either the foregoing of 
cash, which might be obtained by selling 
the resources given up, or the outlay of 
cash required to acquire the resources 
given up. This view of the basic nature of 
cost meets the test of being an element 
common to many of the concepts of 
business cost, but it does not qualify when 
the view is expressed that it should be 
adjusted by an index number to correct 
for changes in the purchasing power of 
money. This indicates that cost is at times 
something other than a release of cash or 
cash-equivalent. 

The other view of the basic nature of 
cost, accepted by the Cost Committee, is 
that cost represents a release of value for 
the creation or acquisition of economic re- 
sources. This view is broad because of the 
indefinite nature of the term “value 
release.” But this breadth is also the 
advantage of the term for it allows a 
variety of methods for measuring cost so 
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that preciseness of a concept of cost may 
be provided by the method by which cost 
is measured. Thus while value release is 
the essential nature of business cost, it 
may be measured in such a number of 
monetary amounts that the full nature of 
business cost is more clearly revealed by 
examining the method of measuring cost 
than it is by reference to the basic nature 
of cost. 


Multiple Valuation of Business Cost. 


Essential to an understanding of the 
nature of business cost is recognition that 
the cost of something depends upon the 
purpose in measuring the value release as 
well as the ability to measure it. As a 
result it is not possible to say that the 
cost of anything is one single valuation. | 
Rather, everything has multiple valua- 
tions and the appropriate valuation de- 
pends upon the purpose in computing the 
business cost. This means that neither 
direct cost nor full cost nor opportunity 
cost nor any other cost is the correct 
cost of a product, for the current cost 
depends upon the purpose in determining 
the cost. But it should be possible to 
put a framework around these divergent 
measurements of such a nature that the 
relationship and appropriate uses of the 
various measurements are evident. 

Preliminary to the establishment of a 
framework of the various measurements 
is the need for an understanding of the 
nature of the variations in the different 
measurements of business cost. The Cost 
Committee grouped these variations under 
the following four characteristics: 

(1) Business cost varies with the func- \ 

tion which it is to perform. . 


(2) Business cost varies with the specific 4 


purpose for which it is to be used. 
(3) Business cost varies with the ex- 
tent to which desired measurements 
are measurable. 
(4) Business cost varies with what is 
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included as value purposefully re- 
leased in the acquisition or creation 
of economic resources. 

The Cost Committee covered the first 
two of these characteristics—‘“the purpose- 
ful aspect of cost means that because 
managerial objectives vary both in scope 
of activity (ranging from over-all activities 
to a multitude of minor activities) and 
in the nature of the management function 
being performed (ranging from planning 
to control), the business costs to be 
included in any cost report will vary with 
the situation of the firm as well as with 
the specific objective of management.” It is 
the intent of this sentence to indicate 
that different concepts of measured cost 
are appropriate for the different functions 
which management performs. Thus the 
concept of cost for the planning function 
may be measured quite differently than 
the concept of cost for the control func- 
tion. In addition, not only does the con- 
cept of cost vary with the broad function 
to be performed, but it also varies within 
certain boundaries within the broad func- 
tions, in accordance with the specific 
purpose for which it is to be used. Thus 
within the broad concept of planning cost, 
there exist concepts such as sunk cost and 
out-of-pocket cost which are appropriate 
for specific types of planning. 

The third characteristic of business cost 
rests upon the difficulty of performing 
desired measurements of cost. As the 
Cost Committee indicated, this variation 
in business cost arises “most often” when 
the value release is in non-cash form and 
results “from the release of economic re- 
sources on hand.” Typical of the manner 
in which the measurement problem 
changes the measured amount of business 
cost is “user” depreciation, by which is 
meant the depreciation in excess of the 
amount of depreciation which would have 
resulted with the passage of time. Such 
additional depreciation may be designated 


as cost of using the depreciable asset and 
ideally might be included in several cost 
constructions if it were measurable. Not 
being measurable, it is ignored, but when 
measurable it is included and because of 
the different measurements, different con- 
cepts of cost may be said to exist even 
though both are to be used in performing 
the same broad function and for the same 
specific purpose. 


Elements of Business Cost 


Cost has been conceived as a measured 
amount of value purposefully released for 
the acquisition or creation of economic } 
resources. It has been pointed out that the 
appropriate valuation of cost depends 
substantially upon the measurement proc- 
ess and to a lesser degree upon the basic 
nature of value release. There is, however, 
a need to consider somewhat the essential 
nature of what is to be measured as well 
as the process of measurement. This is the 
fourth characteristic of business cost. 

It seems to be generally accepted that 
income and capital distributions are not 
business costs. It is not so generally 
recognized, however, that interest pay- 
ments, like dividend payments on pre 
ferred stock, represent a payment for § 
the use of money rather than a value 
release to acquire or create an economic 
resource other than money. When it is 
desired to treat interest as a cost, it seems § 
desirable to distinguish it in reports as 4 
cost of money rather than as a cost of 
acquiring or creating other economic re- 
sources. 

In addition to the exclusion of distribu- | 
tions of income and capital from the | 
category of business cost, there is 4 
tendency to exclude the value releases 
due to the undergoing of certain types of J 
risk from the concept of business cost. | 
The question of whether or not ac § 
countants should assume responsibility 
for advising management of the risk in- 
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volved in specific undertakings or whether 
| the allowance for the risk factor is a direct 
responsibility of management has never 
been satisfactorily settled. The Cost 
Committee has provided a_ three-fold 
classification of business risk and has sug- 
gested appropriate treatment of them in 
cost reports to management, as follows: 
(1) Risks which are transferred to an 
outside party in exchange for an 
insurance premium are costs and are 
measured by the amount of the 
premium. 
Risks which are measurable and 
therefore presumably could be in- 
sured against by payment to an 
outside agency, even though not so 
transferred, such as a self-insurance 
program for fire loss, may be in- 
cluded as business cost in reports to 
management. 
Risks which are so uncertain as to 
preclude any reasonable measure of 
their incurrence or amount may be 
excluded from business cost and 
considered separately by manage- 
ment in evaluating a given action. 
The problem of including risk as an 
element of business cost is related pri- 
marily to the allocation of the risk to ap- 
propriate periods of time and segments of 
the business, for when the risk does result 
in a loss, the value release is recognized as 
a loss in‘income reports and might be so 
included in long-range cost reports for 
planning and control. 


Framework of Business Cost 


Faced with multiple valuations of value 
releases, each of which could be recognized 
at a variety of times, the Cost Committee 
found it desirable to establish a framework 
within which the concepts of cost could 
be set forth.%The Committee did not 
attempt to position{within 
the framework where every; mentioned 
cost concept would fit, in part because 


the literature of accounting, management, 
and economics provides different mean- 
ings to the same concept so that any one 
concept would fit into the framework at 
different points depending upon the defini- 
tion used. The Committee, however, did 
assume responsibility for describing vari- 
ous broad concepts of cost in such a 
manner that the terminology problem 
would be avoided. This was accomplished 
by recognizing that despite the various 
purposes and uses to which cost data are 
put, it is possible to group them under a 
framework which recognizes that ac- 
counting cost reports are useful in the three 
areas of (1) planning, (2) control, and (3) 
income determination. 

Establishment of these three distinct 
areas in which cost data are used requires 
that planning be conceived in its broad 
aspect to include the process of determin- 
ing all of the future activities of the com- 
pany. Thus planning may include the 
process of reaching broad policy decisions 
and may extend downward to the process 
of developing procedures for the perform- 
ance of the most minute tasks of operating 
personnel. Control, on the other hand, be- 
comes the process of assuring that plans are 
carried out. Control attempts to assure 
that the planned activities are carried out 
as planned, while planning is the process 
of deciding what and how future activities 
shall be carried out. This division into two 
areas of activities of that which has been 
grouped mainly under the one heading of 
control is believed desirable in view of 
developments in the management field 
within the last decade. 

Prior to World War II, planning was 
not well developed. Most accountants 
assumed that the business plan was to 
make an income, and in accordance with 
this view control was conceived as the 
process of controlling company activities 
so that the income was made. In this 
broad sense control involved deciding the 
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future activities of the company as well as 
assuring that plans were carried out. This 
dual aspect of control causes some con- 
fusion which can best be eliminated by 
establishing planning as a separate func- 
tion of management. There should be no 
assumption that cost concepts for control 
or determining income are appropriate for 
cost reports for planning purpcses. 


A pproximations 


Implementation of the basic concepts of 
cost appropriate for planning and control 
rests on data of varying degrees of reliabil- 
ity. As a consequence, the application of 
the basic concepts of cost to business situ- 
ations will involve the development of 
approximations of the basic concepts. In 
the case of recorded historical cost, when 
it is to be used as an approximation of the 
basic concepts, it may be desirable to make 
certain adjustments to the data collected 
for determining income. Therefore it 
appears appropriate to examine the nature 
of historically recorded cost and consider 
how it might be adjusted to provide data 
more directly useful in the planning and 
control function. 


Nature of Historical Cost 


In a rather complete framework, the 
recording of historical cost rests upon the 
assumption that the financial activities of 
a business may be grouped broadly in the 
following sequence: 

(1) The acquisition of money resources 

from investors and creditors. 

(2) Using the money resources to 
acquire services to be used in the 
production and distribution of a 
product. The services, embodied 
in assets, may be classified broadly 
according to characteristics of their 
expected use as (a) immediate 
services, such as labor and certain 
utilities, which are used as ac- 
quired; (b) services which attach to 


physical units and flow with them, 
such as materials and supplies; and 
(c) services which flow from tangible § 
and intangible units without any | 
physical units flowing, such a; 
depreciation of equipment. 
Using the services acquired in | 
various periods of time. This in. | 
cludes both the services which | 
expire with the passage of time, 
whether or not representative of 
managerial effort, and the services 
which are used only as a result of 
managerial effort. 
Creating a product or performing 
some activity in the process thereoj 
by using both the services expiring 
with the passage of time and thos 
directly used as a result of current 
managerial action. As a result of 
this action, it is assumed that the 
services used have passed over into 
the product created. 
Disposition of the services in the 
form of a product, either by delivery 
of the services to customers in ex- 
change for cash or cash equivalent | 
or by recognition that a loss has 7 
taken place when the services have 
disappeared. 
There is considerable support for the | 
preceding framework as that within which 7 
the accountant operates. It is, of course, 
seldom outlined in such direct fashion, 
but by what the accountant does in jj 
developing data for managerial use, it ap- | 
pears to underlie much accounting think: | 
ing. 
As for the nature of historical recorded 7 
cost, it appears that cost does not come 7 
into existence until there has been an | 
acquisition of service resources to be used f 
in the production and distribution proc ff 
esses of the firm. When such services are Ff 
acquired, an acquisition cost is recorded. | 
There are also concepts of historical cost | 
other than acquistion cost, for operations 
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involve the acquisition, utilization, re- 
combination, and disposition of the serv- 
ices acquired so that historical cost may 
represent: 

(1) the cost of acquiring different types 
of service resources, 

(2) the cost of using the acquired serv- 
ices, 

(3) the cost of the services used in 
performing a function such as creat- 
ing a product or some activity in 
the process thereof, or 

(4) the cost of disposing of services. 

Within this framework it appears pos- 

sible to outline the nature of historical 
recorded cost for managerial accounting. 


Acquisition Cost 

The cost of acquiring services appears 
to be a fairly well established concept as 
the cash or cash equivalent released on 
the acquisition date to acquire the serv- 
ices. The point at which managerial 
accounting may differ from public re- 
porting is in the time for recognizing that 
the services have been acquired. Man- 
agerial accounting tends to recognize serv- 
ices acquired earlier than financial ac- 
counting. It also provides a more detailed 
breakdown of the services acquired to 
aid in the planning and control functions. 


Utilization Cost 


After recording the acquisition of serv- 
ices at acquisition cost, the accountant 
must provide a measure of the services 
used in various periods of time. There 
does not seem to be anything so funda- 
mental about the nature of acquisition 
cost that requires utilization cost to be 
measured as a part of acquisition cost. The 
fact that services cost a certain sum is no 
indication of their proper valuation at the 
time such services are to be used. As far 
as planning whether or not to use services 
previously acquired, the only monetary 
sacrifice involved in using them would be 
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their selling price. Such a concept of cost 
would represent the cash foregone by using 
the services rather than selling them. Even 
if this valuation is rejected on the grounds 
of questionable objectivity, acquisition 
cost may not be representative of utiliza- 
tion cost whenever management has 
changed plans. The cost or effort applied 
to the new endeavor should be measured 
in terms of the effort applied on the new 
plan. If acquisition cost is used as a 
measure of the effort applied to provide 
revenue under a revised plan, there tends 
to be a distortion of the measure of the 
short-run success of the company in earn- 
ing income. The loss or gain when acquisi- 
tion cost, which represents effort applied 
on the original planned activity, differs 
from the cost representative of the effort 
applied on the new plan, may represent 
effort applied in the long-run. However, it 
is hardly representative of the effort applied 
in the short-run and might well be ex- 
tracted from the expense classification and 
separately disclosed as a loss. 

The accounting assumption that utiliza- 
tion cost may be measured as a share of ac- 
quisition cost is a significant characteristic 
of historical recorded cost for public re- 
ports. Because utilization may be meas- 
ured in terms of a share of acquisition 
cost or by a separate measurement, it may 
be desirable for managerial accountants to 
distinguish the two by separating acquisi- 
tion cost into two elements of utilization 
cost and variation from acquisition cost. 


Activity Cost 


In the problem of measuring the cost of 
creating a product or performing some 
activity, the concept of “user” cost ap- 
pears to be useful. It is not widely rec- 
ognized in current accounting procedures 
but appears to be a definite characteristic 
of historical recorded cost. Various ap- 
proximations of “user” cost are used 
extensively in the form of variable cost, 
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direct cost, and similar approximations of 
the additional costs caused exclusively 
because of the performance of a specific 
activity. To be contrasted with ‘‘user” 
cost are joint costs which have to be allo- 
cated to periods of time or to activities. 
The Cost Committee is of the opinion that 
“when allocations are to be made, they 
may be measured in terms of utilization 
cost, and may be separated between those 
due exclusively to the operating process 
and those which would have been con- 
sumed with the passage of time if not 
used.” 

The concept of “user” cost becomes 
especially appropriate when management 
frequently changes plans. If original 
plans are carried out, the appropriate cost 
of a product or of a process in creating a 
product is, for most purposes every cost 
of production, for such represents effort 
applied in the long-run. But when plans 
change it may not be appropriate to 
suggest that a product should be costed in 
such a manner that all costs are assigned 
to some product. This suggests that the 
controversy as to whether “direct” costing 
is better than “full” costing rests upon 
the question of whether management con- 
stantly replans the use of facilities. If 
managements do constantly replan the 
inclusion of all acquisition cost of produc- 
tive resources, as is done under “full” 
costing, then a product cost might include 
elements of value releases not representa- 
tive of effort applied on the product. On 
the other hand, if managements do adhere 
rather closely to its long-run plans, it 
appears that all acquisition costs of pro- 
ductive resources do represent effort 
applied to some product. 

In recognition of the possibility of 
different measurements of the historical 
recorded costs of a product or specific 
company activities, the Cost Committee 
has taken the position that historical cost 
might well be classified in various details 
and in various amounts but all tied in to 


acquisition cost by measuring variations 
from acquisition costs as separate amounts, 


Disposition Cost 


In the area of determining the historical § 
cost of something disposed of, there is 
tendency for accountants to treat certain 
of the product costs as separate costs. This 
implies that these so-called operating f 
costs exist independent of the product f 
produced, or that management planned to fj 
incur them without consideration of the J 
specific products which are produced, 
They are thus not costs of any particular 
product because they were acquired for all f 
products. This type of cost, however, 
should not be confused with the acquisition 
costs which were not used as planned, for 
the problem is more one of difficulty of 
assigning the cost to a product than it is 
of a non-planned cost. 


Summary 


It has been the purpose of this presenta- 
tion to indicate the thinking of the Cost 
Committee in developing a statement of & 
concepts of business costs. Possibly the § 
most significant contribution of the study § 
is that it recognizes the various measure ff 
ments of costs and provides a framework 
so that all business cost may be grouped 
under the three headings of planning, 
control, and income determination. . 

Implementation of the basic concepts of § 
cost for planning and control rests upon § 
various approximations of these basic 
concepts. Historical cost is well established 
as one method useful in approximating the } 
basic concepts. An examination of the 
nature of the historical cost recording 
process indicates that it is possible, with 
complete consistency, to develop more 
pertinent information for planning and 
control than that now provided within 
the framework of recording which supplies 
information for the published reports on 
income and financial position. 
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WHAT DOES THE EMPLOYER EXPECT OF 
THE COLLEGE GRADUATE?P* 


D. H. CRAMER 
Touche, Niven, Bailey & Smart 


“WANTED: A college graduate who knows how to read with understanding, 
write with clarity, speak with precision, and listen with comprehension. 

“The young man we are looking for should not be a narrow specialist in some 
technical aspect of science or industry, but should have a sense of history and a 
working knowledge of the needs of modern society. 


“In short, what we are looking for is a man who has been trained to think in a 
wide frame of reference, who can communicate with different kinds of people, and 
who can create an over-all pattern for future progress.” 


by Sidney J. Harris which appeared 
in the July 31 issue of the Chicago 

Daily News. According to Mr. Harris, this 
is the type of person that business people 
say they want, but the ads which appear in 
the New York Times for technical people 
do not call for these characteristics. 

Everyone knows that every profession 
is concerned about the shortage of qualified 
students entering its field. The ads in the 
large metropolitan Sunday papers for 
scientists point up our needs in this area. 
The illustration above doesn’t discuss 
credits in accounting, physics, mathe- 
matics, law, or other specialized areas, for 
basically we are all interested in the same 
type of individual. 

Of course, as Sidney Harris points out, 
a certain fundamental education is neces- 
sary before entering a specific field. Now if 
our want ad had said it was necessary to 
have a degree in business administration 
with a major in accounting, it could have 
been placed in the newspaper by a public 
accounting firm or by private industry or 
government or an eleemosynary organiza- 
tion, because the same fundamental train- 
ing is necessary in all these areas. 


Ty quotation is taken from a column 


* This paper was presented at the Annual Meeting 
of the American Accounting Association, Seattle, on 


August 28. 1956. 


WHAT ARE WE GETTING FROM 
THE UNIVERSITIES? 


As a background to a more specific 
discussion of what is expected of the new 
college graduate, let’s consider what we 
are getting. 

As most of you are undoubtedly aware, 
the A.A.A. Task Committee on Standards 
of Accounting Instruction not long ago 
made a study of the undergrauate ac- 
counting curriculum in 1,00 schools offering 
a major or a concentration in accounting. 
The results of this study were published 
in the January 1956 issue of the AccouNT- 
ING REVIEW. 

According to the report, the majority 
of the schools studied require between 120 
and 130 semester hours for graduation 
with a bachelor’s degree, with no school 
requiring less than 120. The most common 
over-all division of the total number of 
hours was for 25 per cent to be devoted to 
accounting courses, 25 per cent to other 
business courses, and 50 per cent to non- 
business courses. Assuming the range 120 
to 130, this would mean 30 to 35 hours of 
accounting. Like many statistics, of course, 
these figures are much too simple. Al- 
though in the schools studied the medians 
were 28 hours required for a major and 33 
hours permitted for credit toward gradua- 
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tion, the actual range extended from 12 to 
44 hours required and from 12 to 51 
hours permitted. 

These figures give some idea of what the 
universities are turning out in the way of 
accounting grauates. But where do those 
graduates who join public accounting 
firms stand in relation to this scale? 

A study of accountants with bachelor’s 
degrees who have joined our firm in the 
last few years—a study covering several 
hundred persons—revealed the following 
percentages: 67 per cent of the accounting 
graduates had over 30 hours in accounting; 
29 per cent had over 35 hours; and 7 per 
cent had over 40 hours. To finish the story 
of the other 33 per cent, 3 per cent had 
less than 20 hours; 11 per cent from 20 
to 24 hours; and 19 per cent from 25 to 
29 hours. 

The high percentage of students having 
more than 30 hours of accounting at 
graduation is perhaps more startling in 
view of two facts: first, that the feeling 
of the committee mentioned above was 
that at least 24 hours of accounting is 
required for an adequate major but that 
the maximum should not be greatly in 
excess of 30 hours; and second, that our 
firm usually considers adequate anything 
over 20 hours of accounting and is not 
greatly disturbed about accepting less from 
a major university. Perhaps a knowledge 
of what happens to your students will give 
a clue to what is expected and wanted from 
college graduate. 


WHAT DO WE DO WITH THE YOUNG 
COLLEGE GRADUATE? 


John McEachren of our firm has often 
said that basically our firm is an educa- 
tional institution. He naturally feels that 
public accounting offers one of the very 
best vantage points from which to learn 
how business operates. 

Many characteristics are expected of the 
college graduate including such intangible 
ones as integrity and ambition. However, 


I wish to discuss three areas in which the 
accountant ultimately must be proficient 
to be successful in public accounting: 
(1) ability to perform an audit; (3) ability f 
to communicate both in writing and orally; 
and (3) ability to get along with people. J 

You are well acquainted with the fir J 
objective. You know that the auditor per. § 
forms the usual audit procedures—make 
tests of internal control, audits cash 
inventories, and receivables. 

But how much is he expected to knoy 
about auditing when he enters publi 
accounting fresh from college? It is com. § 
monly assumed that a staff person ha 
had one university course in auditing 
But it may surprise you to know that 
do not require it and in fact give it vey 
little consideration in our appraisal of: 
young graduate in determining whethera 
not an offer of employment skould bk 
made. In the first place, common sense is 
large factor in auditing and secondly, this 
position is taken since we teach our om § 
auditing courses. The same is true fo 
most of the national accounting firms § 
The smaller firms are taking steps in th 9 
same direction with the cooperation dj 
their state C.P.A. societies. The best a 
ample that has come to my attention is the 
work by Professor Charles Lawrence d 
Michigan State University, who ha 
prepared for the Michigan Association 
of C.P.A.’s a study guide for beginning 
accountants. This training material & 
available to all C.P.A.’s. 

Our own formal auditing course extend 
over the first four years that the staf 
man is with the firm, commencing with 
the auditing program at our training 
school conducted on the campus of North 
western University. Textbooks for thes 
courses consist of our audit guides, mal § 


uals, technical letters, etc. The teaching i 


methods include lectures, laboratory sé § 
sions, discussions, and tests, much like § 
regular college course. 


If the auditing course is to be included § 
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in the curriculum, we would prefer that it 
be devoted to the teaching of audit theory 
and philosophy rather than to techniques 
and detailed audit procedures. For ex- 


' ample, it would not be useful to spend 
considerable time working audit prac- 
| tice sets. 


THEORY, NOT FACTS 


One major criticism of accounting 
education is that many accounting in- 
structors attempt to teach facts rather 
than to educate people. Frequently, 
teachers of accounting, and of other sub- 


ject in a textbook rather than to teach the 
student to think like an accountant. 
To be more specific, there are many 


} subjects included in courses in advanced 
f accounting which a person in public 


accounting may never encounter; and if 
he should meet with the situation, the 
occasions will be so few and far between 
that he must completely relearn the 
material when he needs it. It should not 


> be concluded that these areas should be 
s in the § 
ation a 


eliminated from the curriculum; but they 
should be used selectively by the instructor 
primarily as a means of illustrating ac- 
counting principles and as a device for 
stimulating independent thinking on the 
part of the student. 

For example, much more teaching effort 
could be devoted to the thinking behind 
the bulletins of the A.I.A. Committee on 
Accounting Procedure and on the A.A.A.’s 
Accounting Concepts and Standards Under- 
lying Corporate Financial Statements and 
Supplements. We leave the method of 


§ instruction to you: case study, problem 


method, open discussion, or what have 
you. But we do urge that the emphasis 
be placed on the accounting thinking ly- 
ing behind the statement rather than on 
factual detail. Correspondingly less time 
could be spent on such topics as statement 


like. Our feeling is that if the student is 


well grounded in accounting theory and 
principles he is unlikely to have difficulty 
with accounting subjects not studied in 
detail at school. 

The junior accountant may have little 
formal opportunity to use his knowledge 
of accounting theory. But as he gains 
experience in public accounting and ad- 
vances to supervisory levels, a thorough 
grounding in accounting theory is essential. 
It follows therefore that we believe that 
the universities should provide the student 
with an extensive working background in 
theory. 


THE AUDITOR MUST WRITE 


One of the unique characteristics of 
public accounting is the requirement to 
write memorandums, reports, and letters. 
Our people commence writing almost the 
very day that they report with the firm. 
This is probably the case throughout 
public accounting; but it is particularly 
true in our organization since we do not 
use audit check lists but rather follow the 
practice of having the auditor prepare a 
memorandum after each phase of his 
examination. This applies to the junior, 
who must write a memorandum after he 
has completed his observation of a phys- 
ical inventory or his confirmation of 
accounts receivable, as well as to the 
senior or supervisor. 

It is a common criticism of our present 
day education system to say that grad- 
duates do not have the ability to express 
themselves in writing and I hesitate to 
mention this platitude for two reasons: 
first, I do not have a ready-made solu- 
tion to offer the schools; and second, I do 
not feel that business has done everything 
it could to overcome this deficiency. 

In the case of writing done by the 
junior—the new graduate who has just 
joined the firm—our primary concern is 
not style. The primary concern is not 
with grammar and punctuation when they 
are conceived merely as a set of rules that 
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must be followed. Our primary concern is 
with the communication aspects of writing, 
and with grammar and punctuation inso- 
far as they help or hinder communication. 

A junior writing a memorandum has a 
story to tell: what he did, how, how much, 
and what his findings were. He must be 
accurate and precise, not only in telling 
what he did but in saying it in such a 
manner that it is clear and understandable. 
He should state significant facts first—like 
a newspaper reporter. His writing should 
not be verbose or repeat what has already 
been said in the audit program or by 
another auditor assigned to the same 
engagement. He should be accurate, con- 
cise, succinct. He should be all these 
things—and he is not. 

What do we do about this deficiency? 
And what do we expect you to do? 

By far the most important training in 
public accounting is the day-to-day, on- 
the-job supervision. This is as true in 
memorandum writing as in the actual 
performance of the audit procedures, and 
of course we devote to such supervision 
as much time as possible under the pres- 
sure of getting the job done. In addition, 
however, the students in all of our training 
programs write memorandums as part of 
their audit problems. Examples of well- 
written memorandums as well as those 
which are inadequate are reviewed and 
discussed. Vu-graph slides and other 
visual aids are used to illustrate our ob- 
jectives. 

It should also be pointed out that, in 
common with most of the larger C.P.A. 
firms, we maintain a report review depart- 
ment which challenges not only the pro- 
priety of accounting and adequacy of 
auditing procedures in the reports but 
also the language used to make sure that 
the written statements mean exactly 
what they are supposed to mean. Chang- 
ing the language of a report is a coopera- 
tive affair involving both the reviewer 


and the original writer, who thus is forced 
to consider his writing efficiency at every 
step. 

Finally, we encourage the writing 9 
articles on professional subjects by mem. 
bers of our staff and have provided a 
vehicle for their publication in our Quart. 
erly Review which is an internal public. 
tion. It should be called to your attention 
that writing for publication differs from 
writing memorandums or reports. In th 
latter cases the auditor is under pressur 
of time and the objective is to tell his 
story quickly and accurately. In writing 
articles for publication, he must pay mor 
attention to writing style, to grace ani 
polish. Here, too, we are liberal in ow 
editorial help, working with the writer 
draft by draft from the first outline to the 
finished product. The difficultly here is 
that only a small percentage of our people 
can benefit from this activity. 

What do we expect from the colleges 
Most university students do very littl 
writing. According to the typical cu 
riculum for accounting majors which 
appeared in the January issue of T 
ACCOUNTING REVIEW most students grad- 
uate with only six credits of English 
composition and six credits of literature. 
And unless the composition courses have 
changed considerably in the last few years 
the emphasis is on formal rules rather than 
expression. According to my memory of my 
own college days, there was practically no 
writing in the accounting courses, and 
very little in courses in the arts and 
sciences other than an occasional tem 
paper; and much of the writing that was 
done was reviewed by a graduate student 
who would probably be more interested 
in content than in manner of presentation. | 

As stated above, most of the college 
graduates who come to us have more thal 
enough credits in accounting. We would 
like to recommend that one of two steps 
be taken: either retain the number @ 
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accounting courses but expand their 
content to include more written problems 
or exercises, to be reviewed either by the 
instructor who teaches the class or by 
someone specifically qualified to comment 
on the language aspects of the exercises 
(and we do not mean here the usual 
graduate assistant, who is generally either 
ignorant of or indifferent to the language 
used); or, as an alternative, devote some 
of the credit hours now given to accounting 
courses to report writing or business Eng- 
lish courses set up to force the student to 
write, and to learn by having his writing 
constructively criticized. 

More than lip service must be given to 
the problem of writing. If language in- 
struction has failed at the secondary 
school level, it is up to the business firms 
and the universities to cooperate in im- 
proving the situation. 


THE ACCOUNTANT MUST KNOW HOW TO 
GET ALONG WITH PEOPLE 


It is often said that 75 per cent of public 
accounting is getting along with people. 
Perhaps it would be more appropriate to 
say that since the client assumes that his 
auditor has the necessary technical com- 
petence he is more likely to be impressed 
by the personal characteristics of the 
auditor. 

In spite of this fact, it is doubtful that 
we would find in many companies a posi- 
tive program to train people in the art of 
personal relationships. The approach is 
usually negative: when a supervisor dis- 
covers through a merit rating form that a 
staff man is having difficulty getting 
along with clients—or with his fellow 
workers—he calls the man in for a discus- 
sion of the matter. 

It is no secret to you that more of your 
students suffer in business because of un- 
satisfactory personal relationships than 
because of lack of technical competence. 
It is also common knowledge that, al- 


though there is no substitute for academic 
achievement, a recruiting officer from a 
business firm places considerable weight on 
a student’s extracurricwar activities which 
show his personal qualifications; in fact, 
the personal qualifications, or their ab- 
sence, may be the deciding factor in 
whether an offer of employment is made. 

The essential step that the professors 
can take in this area is, of course, in their 
counseling of students. The students 
should be told that firms are interested in 
evidence that they are not merely intro- 
verted bookworms, or, on the other hand, 
extroverted back-slappers. A professional 
man is not a man whose work is his whole 
life—he must take an active part in 
civic affairs, in his church, in all those 
activities which are a vital part of com- 
munity life. We want evidence that the 
full-grown professional man exists in 
embryo in the college student. 

This evidence is obtained in a number of 
ways. The student may be a leader and 
worker in his social or professional frater- 
nity—not just a member. Responsible 
work experience will contribute to matur- 
ity and the ability to maintain good per- 
sonal relationships. Ability to work and 
live with others may be shown in athletic 
activities or participation in church and 
other community affairs. All these activ- 
ities are indications to us that the student 
does not consider mere study or attendance 
at classes a full-time activity. 

Does your counseling with students 
emphasize these needs? I have refused— 
not even invited to the office—students 
who lacked an outgoing personality and 
had nothing other than academic achieve- 
ment to show for their four years of college 
and summer vacations. 

A word of caution may be in order here. 
Obviously there are men in every profes- 
sion who have made the grade by aggres- 
sive devotion to their professional work 
alone, without consideration for the fine 
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points of human conduct or their re- 
sponsibilities outside their work. This 
possibility cannot be denied. But the 
student who starts his professional climb 
in this manner is definitely handicapping 
himself in the competition for professional 
position. 


THE NEW PROFESSIONAL MAN 


I have touched now upon the three 
qualities that are expected from an ac- 
countant—his ability to perform audit 
procedures, to communicate in written 
form, and to get along with people. There 
is one other point that should be men- 
tioned briefly in passing. 

In recent years there has been a great 
deal of emphasis placed on the value to 
the professional man of a broad general 
education. Business periodicals are filled 
with articles recommending that the man 
preparing to enter a profession have such 
an education, rather than a narrow, 
technical one. Donald Perry has stated 
the value of a liberal education in an 
article in the November 1955 issue of 
the Journal of Accountancy: 


“Liberal education helps to place an account- 
ant on an equal social and intellectual footing with 
other professional people—educators, lawyers, 
doctors, and engineers—as well as with top 
business executives. Social, cultural, and intel- 
lectual acceptability enhances the accountant’s 
influence and usefulness, broadens his human rela- 
tionships, and better fits him to understand and 
carry out the social aims of his profession. 

“The purpose of studying liberal arts is to ac- 
quire not a store of facts but rather ideas and 
attitudes and particularly a set of standards 
which will enable the educated man to recognize 
the first-rate in any field, including his own.” 


But we must keep in mind that a 
liberal education of this kind is the work 


of a lifetime. It cannot be piped into a 
student as an adjunct of a professional 
education; it cannot even be given toa 
student in four years of intensive work, It 
is the product of a broad and thoughtful 
interest in many phases of human activity, 


No student can take a course in liberal f 


education as he can a course in cost ac 
counting. If I have not emphasized this 
aspect of the education of a professional 


man it is because (although introductory | 


courses opening up new fields can be taken 
in college and these will be taken as elec. 
tives if the student is at all interested) 
without the sustaining interest to continue 
in these fields the time is almost wasted. 
And it would be very difficult to showa 
tangible benefit accruing to an accounting 
major from having taken a number of 
“cultural” courses. As I said, a liberal 
education, strictly speaking, is gained 
after one has left the college campus, and 
hence I have not devoted any great 
amount of attention to it here. 


CONCLUSION 


I would not wish to give the impression, § 
at the conclusion of a paper of this nature, 
that we are totally dissatisfied with the § 


accounting graduates. Obviously well 
trained people are coming out of our 


universities or we wouldn’t be able to stay , 
in business. We are happy to assume the 
responsibility for the audit training of ou © 


people, and it should be repeated that we 


do not expect a finished product to come § 


straight from commencement to business. 


Nevertheless we will all agree that there 9 


is room for improvement. I would be 
pleased to think that this paper may have 
at least pointed out one or two places 
where changes would be beneficial. 
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CAPITALIZATION OF A PUBLIC UTILITY AND 
THE MEASUREMENT OF INCOME* 


BIERMAN, JR. 
Visiting Associate Professor, Cornell University 


level make the unadjusted original 

cost of a long lived asset a question- 
able base for the computation of deprecia- 
tion. It is the premise of this paper that if 
depreciation is to measure a cost of opera- 
tions, it must be expressed in dollars of the 
same purchasing power as the revenues 
earned during the period. It is possible to 
accomplish this conversion by using a 
price index. The nature of the price index 
series to be used, and the method of apply- 
ing it to the original cost, have been the 
subjects of numerous articles and are out- 
side the limited scope of this paper. The 
problem being analyzed here is the inter- 
relationship of the depreciation adjustment 
and the capitalization structure of the 
corporation. Since the problem has partic- 
ular relevance to the public utility in- 
dustry, attention has been focused on 
that industry. 

There are some public utility executives 
who argue that only a fraction of an 
adjustment of depreciation for a change 
in the price level should be recognized. This 
fraction would be determined by the ratio 
of stock equity to the total capital of the 
corporation. Thus the capitalization struc- 
ture would directly affect the measurement 
of operating income. The proponents of 
this procedure are confusing the computa- 
tion of corporate income and the income 
of the stockholders. They also fail to 
distinguish between operating income and 
income resulting from the inflationary 
process. The capitalization of a corpora- 
tion should not affect the measurement of 
the operating income of a corporation. 


Prine in the general price 


* This paper is based on a Ph.D. dissertation written 
at the University of Michigan. 
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Despite these criticisms, the arguments are 
worthy of consideration, and the basic 
theory can be adapted so as to be useful. 

The corporation is an entity separate 
from its stockholders. It is logical that 
accountants report the operating income 
of the corporation. Good accounting the- 
ory reports “Net Income,” a figure which 
represents the earnings of the corporation. 
From this amount is subtracted interest 
charges to get the “Earnings of the Stock- 
holders.” The capitalization of the corpo- 
tation affects the “Earnings of the Stock- 
holders” but it does not affect the ‘Net 
Income.” 

When depreciation is adjusted for 
changes in the price level and such ad- 
justments are incorporated into the ac- 
counting statements, the distinction be- 
tween “Net Income of the Corporation” and 
“Earnings of Stockholders” becomes even 
more important. The capitalization of the 
corporation does become relevant when 
attention is focused on the over-all well 
being of the stockholders, including gains 
resulting from inflation, rather than on the 
results of the operations of the corpora- 
tion. 

The problem is particularly relevant if 
a public utility has bonds outstanding 
during a period of inflation. Since the 
bonds are a promise to pay a fixed dollar 
amount, and the value of the dollar is 

1 Throughout this paper it is assumed that the mone- 
tary gains on current liabilities will be balanced by the 
monetary losses resulting from the holding of monetary 
assets during a period of inflation. This assumption is 
more applicable for public utilities than other industries. 
The current liabilities of all publicly owned electric 
utilities are approximately equal to total monetary 
ae The italization structure combined with the 


t tax laws does affect the Net Income since inter- 
est is allowed as a tax deduction. 


3 

_| 
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decreasing, the common stockholders of 
the corporation with bonds outstanding 
are making a real gain. Since the common 
stockholders are the residual owners, they 
are benefiting at the expense of the bond- 
holders. This gain, resulting from being in 
debt during a period of inflation, should 
not be confused with income resulting 
from operations. It is a special type of 
gain and should be separated and labeled 
as such. 

It is sometimes thought that unless the 
bonds mature or are called for redemption 
during the period of the report, the gain 
from having bonds outstanding is not 
realized. Under this theory, since bonds 
are long term securities, there is a chance 
that the gain will never be realized. Should 
the gain be recognized despite the fact 
that it is unrealized? It is general ac- 
counting practice not to recognize gains 
unless they are realized. In general this is 
a sound practice, and is not challenged 
here. However, there is a related problem 
which is relevant namely, can the gain 
be realized by utilizing the fixed assets? 

If bonds are issued and the proceeds are 
held in the form of monetary assets, there 
will be neither gain nor loss from fluctua- 
tions in the price level. The gain from 
being in debt during inflation will be bal- 
anced by the loss from holding monetary 
assets. If the plant assets are financed by 
stock equity, and the general price level 
fluctuates, there will be meither gain nor 
loss from the fluctuations in the price 
level. The possession of real property 
merely enables the stockholders to main- 
tain their equity in real terms. A possible 
exception would be the case where the cost 
of plant assets increased by a different 
percentage than the general price level. 

If the plant assets are financed by the 
issuance of bonds, there can be a gain 
because of fluctuation in the price level. 
This is the only one of the three situations 
in which there was a real gain because of 
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the rise in the price level. The gain can he Ff 
fully realized by the sale of the plant 
assets, by the passage of time and the § 
utilization of the plant assets, and in some 
cases by the retirement of the bonds. 

If a building financed by bonds which 
cost $2,000 is sold for $4,000, and the 
general price level has doubled, there is 
real gain no matter when the bonds which § 
financed the purchase of the buildings ar 
redeemed. The value of the real gain wil 
be determined by the price level at th f 
time the bonds are redeemed, but the 
dollar amount of the net real gain will be 
$2,000 no matter when the bonds ar 
redeemed. If the building had been 
financed by stock equity capital, there 
would not be a real gain. The stockholders 
equity would merely be maintained. 

If the bonds are retired after the price 
level has increased, and the service life of 
the building has not expired, there isa 
gain—but the gain is not usually fully 
realized. The gain is realized as the services 
of the plant asset are utilized. An exception 
is the case where the bonds are retired out 
of revenues generated by using the asset. 
If the funds used for redemption are from 
working capital not generated by current 
operations, there is no real gain since the 
gain is balanced by the loss resulting from 
holding monetary items during inflation. 
A real gain will arise if the debt is retired 
from funds currently generated by opera- 
tions. 

It is sometimes argued that there is not 
a real gain since the rate-making bodies 
and most accountants do not recognize 
depreciation adjusted for changes in the 
price level. The gain is not dependent upon | 
recognition. Failure of the accountant to 
recognize the inflation in prices hides 
relevant information, but it does not 
change the facts any more than an ostrich 
can avoid danger by burying his head. § 
Failure to recognize depreciation adjusted 
for changes in the price level, and ignoring 


the g2 
in rat 
inco 
an inf 
make 
The 
plicat 
| bonds 
build 
eleme 
| Situati 
J 
(2) 
(1) 
(3) 
En 
En 
allows 
E 
En 
that 
contr: 
the d 
It 
| to the 
peri 
use 
real 
| of 
fina 
| bec 
tion 
dee 
bon 
3 
dur 
WO! 


Capitalization and Income of Public Utility 


the gain or loss from being in debt, results 
in rate commissions basing decisions on 
incomplete information.* There has been 
an inflation. Failure to recognize it will not 
make it go away. 

The question becomes even more com- 
plicated if the building is not sold, and the 
bonds are not retired or refinanced. As the 
building depreciates, there is realized an 
element of dollar gain resulting from hold- 
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tion possessed fixed assets? 

The gain comes into being because of 
both phenomena, and it becomes realized 
as the building depreciates, even though 
the bonds may not be redeemed until a 
later date. The gain is possible because of 
the use of bonds to finance the fixed assets, 
but it becomes realized as the plant 
depreciates. This can be shown most 
easily by a series of accounting entries. 


Situation: The Building has been purchased with proceeds of a $10,000 bond issue. It has a life of ten years. 


Building 


Bonds Payable 


Unrealized Appreciation 


10,000 
(2) 10,000 


Building Allowance 
for Depreciation 


10,000 


(4) ‘1,000 | (2) 9,000 


Realized Appreciation 


(4) 1,000 


1,000 
2,000 


Entry (1) records the accrual of depreciation for the first year. 

Entry (2) records the adjustment resulting from a doubling of the price level. The building account and the 
allowance are both adjusted and the difference is credited to an unrealized appreciation account. 

Entry (3) is the accrual of depreciation for the second year. 

Entry (4) records the fact that $1,000 of the unrealized appreciation has now been realized. It should be noted 
that the gain is realized even though the bonds have not been retired. Because the bondholders have a fixed dollar 
contract, the stockholders fall heir to the gain. The point at which this gain can be recognized is the moment of 
the depreciation accrual. The gain is a real gain to the stockholders, realized through use of the asset. 

It would be possible not to make entry (2). Entry (3) would then be a debit to Depreciation for $2,000, a credit 
to the Allowance for $1,000 and a credit to the Realized Appreciation for $1,000. 


ing fixed assets during an inflationary 
period. The realization is triggered by the 
use of the asset. There is also a gain of a 
real nature resulting from the twin facts 
of holding fixed assets and utilizing bond 
financing during inflation. Does this gain 
become realized at the moment of deprecia- 
tion, or only when the bonds are re- 
deemed? Is it a gain resulting from having 
bonds outstanding, or because the corpora- 


*Ifrate commissions recognized adjusted depreciation 
during the present period, rates would be raised; this 
would probably result in increased revenues and in- 
creased operating profits. It would not change the real- 
ized real gain from being in debt during inflation. 


It is suggested here that the monetary 
gain from having issued bonds is inter- 
woven with capital appreciation resulting 
from the purchase of fixed assets and hav- 
ing their dollar value rise. It is necessary 
to compute the amount of the realized 
appreciation and then analyze how much 
of it is a real gain and how much is neces- 
sary to maintain the stockholders’ purchas- 
ing power. 

In the previous example the building was 
financed entirely by bonds. In the follow- 
ing example, $4,000 is contributed by 
bondholders and $6,000 is contributed by 
the stockholders. 
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Unrealized Appreciation Bonds 
Building Bonds Payable (Real Gain to the Stockholders) 
10,000 | 4,000 (4) 400 | (2) 3,600 
(2) 10,000 
Building-Allowance Realized A ppreciation 1 
for Depreciation Capital Stock (Real Gain to Stockholders) Es 


Depreciation Charge 


Unrealized Appreciation 
(Dollar Gain) 


6,000 


(4) 400 


1,000 


600 
(3) 2,000 


(5) 


Realized Appreciation 
(Dollar Gain, not a Real Gain) 


(2) 5,400 


realized. 


Entry (5) accompanies Entries (3) and (4) and records the fact that one ninth of the unrealized dollar gain 
of the stockholders has been realized. This is not a real gain. 


There are some who argue that since the 
bondholders contributed 40 per cent of the 
capital invested in the building, only 40 
per cent of the adjustment to deprecia- 
tion should be recognized. Following this 
theory, the depreciation charge for the 
second year would be $1,600 instead of 
the depreciation based on cost of $1,000 
or the completely adjusted depreciation 
of $2,000. This computation cancels out 
the real gain of $400 resulting from holding 
fixed assets financed by bonds. This pro- 
cedure is in error because it would under- 
state the depreciation and overstate the 
operating profit. The end result is the 
same, but the classification of the various 
gains is different. The accountant should 
in the first instance report corporate operat- 
ing profit, and the operating results should 
be affected by the entire adjusted de- 
preciation. The gain resulting from pos- 


| (5) 


Entry (1) records the accrual of depreciation for the first year. 

Entry (2) records the adjustment resulting from a doubling of the price level. The building account is adjusted 
to $20,000 and the allowance to depreciation is adjusted to $2,000. The difference is credited to the extent of 6 
per cent to an unrealized appreciation account which takes note of the fact that this 60 per cent is not a real gain, 
but is the amount necessary to maintain the stockholders’ purchasing power. The 40 per cent is a real gain though 
it is unrealized. It represents appreciation of the bondholders’ equity. Since the bondholders’ equity cannot increase, 
it must become part of the stockholders’ equity. The gain can be realized as the building is used. 

Entry (3) records the accrual of depreciation for the year. 

Entry (4) accompanies Entry (3) and records the fact that one ninth of the unrealized rea! gain has now been 


600 


sessing fixed assets financed by bonds 
should be reported separately and should 
not be cancelled against the depreciation 
charge. 

To maintain the assets of the corpora 
tion, the entire adjusted depreciation of 
$2,000 must be charged. Only this de- 
preciation charge will maintain the assets 
in terms of general purchasing power be- © 
fore arriving at an income figure which is © 
subject to taxation, wage demands, divi- § 
dend demands, etc. 4 

In the above examples it is the capital © 
asset appreciation which is being recog- 
nized and attention is not focused on the 
monetary gain which results from having 
bonds outstanding during an inflationary 
period. However, the real gain could not 
have occurred if bonds had not been used 
to finance the building. The recognition 
of the monetary gain is implicit in the 
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recognition of the capital appreciation, 
and no further recognition is necessary. 
The monetary gain and the capital asset 
appreciation are both recognized simulta- 
neously by the one entry which is made to 
record the capital asset’s depreciation based 
on adjusted cost. The capital asset ap- 
preciation is then divided into a fictitious 
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dollar gain and a real gain based on the 
ratio of the bonds outstanding to total 
capital. 

The issuance of preferred stock gives 
rise to the same type of gain as the issuance 
of bonds, since the equity of the preferred 
stockholders is fixed in terms of dollars. 
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STREAMLINING AUDITING TECHNIQUES* 


HERMAN W. BEvIs 


Pariner, Price 


HE financial section of a recent issue 
of the New York Times included 
these two headlines: “Submarine 
Reaper Set for Test; May Revolutionize 
Sea Farming,” and “Dollar but Shadow of 
Its Former Self.’”’ The first article told of 
forthcoming tests of a mechanical reaper 
of the red seaplant, or Irish moss, which 
has been gathered by hand along the 
rocky coasts of Europe and New England 
over the last 600 years. The new machine, 
if successful, ‘‘should open large undersea 
areas to harvesting and bring down the 
price of extractives.” The second article 
contained this sentence: “The (National 
Industrial) Conference Board finds that 
the 1945 dollar spent for labor would now 
be worth just 51 cents.” 

“Streamlining sea farming techniques” 
illustrates one of industry’s ways of dealing 
With the problems posed by the fact that 
the dollar is but a shadow of its former 
self. An increase in productive output per 
labor hour commensurate with the in- 
crease in the number of dollars paid for 
that hour’s work is industry’s contribu- 
tion to the safeguards against runaway 
inflation. 

Does the public accounting profession 
have something of the same problem? 
I think so. However, the economic squeeze 
brought about by higher living costs and 
staff compensation on the one hand, and 
the understandable resistance of clients 
to increased fees on the other, is not the 
only reason for the profession’s continuatly 
reexamining its procedures—although one 
should not minimize the recruiting im- 
plications involved in the profession’s 

* This paper was presented at the Ninth Accountants’ 


Graduate Study Conference, June 22, 1956, at the Uni- 
versity of Michigan. 


Waterhouse & Co. 


being able to pay attractive compensation 
to staff members and maintain an enviable 
living standard for its principals. Another 
reason—on a higher plane—is that a true 
professional man must conduct himself 
as an expert; one of the characteristics of 
expertness is the application of knowledge 
and skill so as to accomplish the objective 
with a minimum of time and effort. 


GUARDING AGAINST OBSOLETE 
TECHNIQUES 


The starting point in re-examining 
audit techniques should be the basic 
objectives of the examination. If some of 
the objectives should change from time to 
time, one can reason that some of the 
means of reaching them should als 
change. If objectives differ among engage- 
ments, one can also reason that there 


should be commensurate differences in 


the audit procedures applied. 

The 1909 edition of Dicksee’s Auditing! 
contains this statement: 

“The objective of an audit may be 
said to be threefold: 

(1) The detection of fraud. 

(2) The detection of technical errors. 

(3) The detection of errors of principle. 

“On account of its intrinsic importance 
the detection of fraud is clearly entitled to 
be considered an “object” in itself, al- 
though it will be obvious that it can only 
be concealed by the commission of 4 
technical error or of an error of principle. 
It will be appropriate, therefore, to com- 
bine the search after fraud with search for 
technical and fundamental errors; but it 
can never be too strongly insisted that the 
auditor MAY find fraud concealed under 


1 Edited by Robert H. Montgomery, Ronald Press 
Co., New York, p. 22. 
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ANY item that he is called upon to verify. 
His search for fraud should therefore be 
unwearying and constant. 

“Tt has been asserted by some that the 
whole duty of the auditor is to ascertain 
the exact state of his client’s affairs upon 
a certain given date. This is, in effect, the 
same thing as saying that he is only 
responsible for the correctness of the 
balance sheet. Even if this be the”case— 
and it is open to considerable doubt, as the 
extent of an auditor’s duties depends 
entirely upon the terms of the express or 
implied contract between himself and the 
client—the balance sheet cannot well be 
verified without a proper examination of 
the revenue account, which in its turn 
involves a complete examination of the 
books. 

“The detection of fraud is a most im- 
portant portion of the auditor’s duties, 
and there will be no disputing the con- 
tention that the auditor who is able to 
detect fraud is—other things being equal— 
a better man than the auditor who can- 
not. Auditors should, therefore, assidu- 
ously cultivate this branch of their func- 
tions—doubtless the opportunity will not 
for long be wanting—as it is undoubtedly 
a branch that their clients will most 
generally appreciate.” 

Contrast the foregoing emphasis on 
the detection of fraud with the following 
recent statement of one of the current 
authorities on the subject of auditing, 
Samuel J. Broad:? 

“Over the last fifty years there has 
been a gradual change in the primary 
purpose of an audit. Originally, audits 
were directed primarily toward the ac- 
countability of individuals or the em- 
ployees of comparatively small firms for 
money or property entrusted to them, 
with perhaps the most important objec- 
tive the discovery of errors and irregular- 


* “The Progress of Auditing,” Journal of Accountancy, 
November 1955, p. 38. 


ities. With the growing magnitude and 
complexity of corporations, coupled with 
the expansion of public ownership in 
them, the audit—especially in a publicly 
held company—has perforce had to direct 
itself in more recent years primarily to 
reporting upon the financial statements 
issued by management to stockholders, 
creditors, and others as an accounting for 
the business and assets entrusted to it by 
the owners; upon the adequacy and fair- 
ness of disclosure made in such statements; 
and upon whether or not accounting 
principles have been applied in a manner 
which will fairly disclose the position and 
results of operations. 

“The discovery of error and irregularities 
is still an objective, but not the primary 
one. There has developed a change in 
techniques and in the general approach to 
this phase of the examination. The changes 
in business referred to have resulted in 
operating units with larger staffs and 
more formal organizations which permitted 
the development of much more effective 
internal control. Thus, instead of a fairly 
detailed check of transactions looking 
primarily to the discovery of errors and 
irregularities, it became necessary and 
appropriate to devote more attention to a 
review of the adequacy of the methods 
adopted within the organization in the 
day-to-day transactions, and, where they 
are considered adequate, to place a great 
deal of reliance upon them to provide 
reasonable safeguards against errors and 
irregularities.” 

It should be borne in mind in consider- 
ing the purpose of an examination that 
each audit engagement is a matter of 
contract between the CPA and his client 
and that the objectives of the work are 
invariably bound up in this contract. The 
contract may not be written, in which 
case the terms thereof are implied by the 
actions of the parties and the surrounding 
circumstances. While there are un- 
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doubtedly many audits in which the 
detection of minor fraud remains one 
of the objectives, by agreement between 
the auditor and his client, it is probable 
that Mr. Broad’s statement of audit 
objectives is much more typical of the 
present-day situation with regard to 
publicly-owned companies. Even among 
smaller owner-managed companies with so 
few clerical employees that the more usual 
internal checks cannot be arranged, there 
are many in which the close supervision 
of the owner provides excellent protection 
against defalcations by his employees. 
The objective of the audit in such cases 
(and the client may readily agree) may be 
for reporting to creditors, for preparation 
of income tax returns or for other pur- 
poses not associated with protection of the 
owner against mistakes of his employees. 

If the detection of fraud is no longer a 
basic objective of an audit in large publicly 
owned companies as well as many smaller 
ones, one may then ask this pertinent 
question: how many of our individual 
audit steps, if challenged, could be justi- 
fied solely on the grounds that they are 
directed toward the detection of minor 
fraud by employees? It is because the 
answer is in the affirmative in many 
instances that I again suggest that the 
most important consideration in stream- 
lining auditing techniques is to reconsider 
(and, if it has not already been done, con- 
sider reaching specific agreement with 
the client) the objectives of the audit. If 
the objectives can be stated specifically 
and clearly, the determination of which of 
the individual audit steps may be modified 
or eliminated will be found, I believe, to 
be the simpler part of the problem. 

While one cannot give general rules for 
streamlining specific audit programs, since 
each one should be the product of judg- 
ment exercised in the particular cir- 
cumstances, one may raise lines of think- 
ing about a general approach to typical 


examinations, and one may also raise 
questions about the purpose and useful- 
ness of specific audit procedures which are 
widely applied. 

The remainder of this paper will be 
devoted to the foregoing two areas, but at 
this point I should like to issue a strong 
note of caution. Although the theme of 
this paper is greater efficiency in the 
CPA’s work, there is no intention of sug. 
gesting that time can or should be reduced in 
all examinations. The assumption underly. 
ing all my remarks is that adequate audit 
procedures were applied under past or 
different circumstances. If these procedures 
were inadequate, then first priority ob- 
viously must be given to correcting any 
deficiencies which still exist. Moreover, 
while my remarks are concentrated on the 
modifications in a prior audit program 
which may be justified by different cir- 
cumstances, that is not to say that these 
same differing conditions may not give rise 
to additional audit steps not necessary 
previously. 


MUST EACH YEAR’S EXAMINATION BE 
SELF-CONTAINED? 


It is probable that more than half of the 
profession’s fees arise from recurring 
examinations. Most of the accounting 
firms represented at this conference havea 
number of such engagements. It is often 
the case with recurring examinations that 
the CPA, because of his work over 2 
number of years and his intimate knowl 
edge of the client’s affairs, is generally 
satisfied with the internal accounting con- 
trols, records, personnei and the integrity 
of the management. Therefore, in search- 
ing for opportunities where time expended 
in checking the day-to-day accounting 
routines might be saved, recurring exami- 
nations seem the most logical place to 
start a re-examination of techniques. 

My own experience indicates that there 
is no fundamental difference in the pro 


fess 
tio 
pre 
pric 
anc 
tha 
is 
Ser 
eac 
dis 
aut 
co 
pre 
sul 
an 
co 
CI 
ac 
ste 
ea 
st 
of 
af 
| 


fession’s approach to an initial examina- 
tion and a recurring examination at the 
present time except for certain work on 
prior year fixed assets, surplus, minutes, 
and the like. Another way of stating it is 
that each year of a recurring engagement 
is regarded as a separate examination. 
Separate working papers are prepared for 
each year. What is more important to our 
discussion here, the basic time-consuming 
audit steps—bank reconciliations, ac- 
counts receivable detail work, vouching of 
property additions, etc.—are repeated in 
substance each year. Changes in emphasis 
and refinements in audit programs are, of 
course, made from year to year as the 
CPA gains knowledge of his client’s 
accounts. Nevertheless it would seem that 
under present practice the basic audit 
steps are carried out each year, and that 
each annual examination is expected to 
stand on its own feet without a great deal 
of reference to what went before or came 
after. 

Client companies have made substantial 
progress in recent years in improving their 
internal accounting controls, records, and 
the quality of their personnel. Having this 
in mind, perhaps it would be timely to 
reconsider this traditional concept that re- 
curring examinations are separate annual 
events and that all procedures must be 
performed every year. As an alternative, 
and one which in my own mind is more 
closely in harmony with today’s condi- 
tions, I should like to advance this con- 
cept for your consideration: that a con- 
tinuing engagement be regarded as un- 
interrupted in character, with an expres- 
sion of opinion submitted once a year. 

Your reaction to this suggestion may 
very well be to ask what difference it 
would make and how it could be applied in 
practice. In my opinion a very practical 
application would be in the use of the 
technique called rotation on a wider 
scale than has been done heretofore. The 
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sections of an examination which usually 
require the greatest outlay of time, cash, 
accounts receivable, inventories, property, 
etc., are perhaps best adapted to the rota- 
tion approach, but almost every phase of 
an examination could be so treated. 

An example is a substantial company 
with a number of bank accounts. The 
independent accountants have, over the 
years, found the internal accounting 
controls, records, personnel and _ the 
honesty of management to be of a high 
order. While routine cash work on this 
engagement has been streamlined from 
time to time, it is still high in relation to 
total time on the job. Perhaps, in this 
case, the full cash program should be 
performed only every second or third year. 
Perhaps, in the alternate years, the work 
on cash should consist principally of a 
review of client records and questioning 
of employees by an experienced staff 
member, to ascertain that the company’s 
regular procedures and controls had re- 
mained in effect. 

This may seem to many of you to be an 
abrupt departure from present practice, 
but those of you who have been engaged in 
public accounting for some years will 
know that the trend has for years been in 
the direction which I am indicating. It was 
not so long ago that the idea of perform- 
ing portions of the audit work at an in- 
terim date was regarded as a radical idea 
by many members oi the profession. 
The continuing audit approach can be 
viewed as a logical extension of the prac- 
tice of performing work at a date other 
than the year end which, in turn, is 
justifiable only on the grounds that tests 
have demonstrated the coniinuing reliabil- 
ity of the client’s records and representa- 
tions. It is not difficult for me to justify a 
practice of dispersing audit tests over 
years after I have accepted the philosophy 
underlying dispersing them over months. 

Some of you may be thinking that what 
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I have said applies only to large corpora- 
tions. While it is true that the larger com- 
panies are likely to have more elaborate 
internal controls, these factors are being 
found more and more in medium and 
small sized companies. In a small company 
where the owner’s supervision is close and 
where there is an awareness of the im- 
portance of internal accounting controls, 
trained bookkeeping personnel, record- 
keeping aids and sound bonding prac- 
tices, and assuming that the audit ob- 
jectives agreed upon with the client do not 
dictate otherwise, it is quite possible that 
the independent accountant would be 
justified in reducing the extent of his detail 
work under a planned program spanning 
more than one year. 

You might logically inquire what posi- 
tion the accountant would find himself in 
if a misstatement of the accounts occurred 
in a company being examined on an 
extended rotation basis. In this regard, it 
should be kept in mind that under present 
methods there is usually a twelve-month 
lapse of time between the accountants’ 
tests. The extension of this interval to a 
period greater than a year on a recurring 
engagement would not seem to change the 
accountants’ position to any great extent. 
Of course it would be necessary to demon- 
strate that the work was planned and 
carried out with professional competence, 
but that is a requirement under any 
circumstances. 

Let me summarize the line of thinking on 
continuing engagements this way: (1) 
where internal controls have been found 
effective and clients’ records and rep- 
resentations found reliable, audits as of 
the balance sheet date have been largely 
supplanted by tests at interim dates for 
many sections of the examination; (2) one 
justification for the revised approach is 
that the built-in controls establishing 
reliability at an interim date will also 
provide reliability at the year-end date 


some months later; (3) the assumption 
of a momentum of reliability over years 
instead of months is only a matter of 
degree, and one which may be entirely 
valid in the circumstances of a particular 
engagement. 

In connection with the foregoing topic, a 
word of caution may be in order. The 
CPA must always be satisfied that the 
scope of his audit work is supported by the 
current literature of the profession, par- 
ticularly the pronouncements of the AIA 
Committee on Auditing Procedure. Abrupt 
changes should be considered carefully 
from this as well as other standpoints. It 
may be, for example, that elimination of 
all detail work in any one year in connec- 
tion with inventory observation or cir- 
cularization of receivables might not be 
consistent with the bulletins on Exten- 
Sons. 


REVIEWING THE AUDIT STEPS 


When one comes to a review of the 
detailed steps in audit programs, it is well 
to keep in mind these two questions: (1) is 
full advantage taken of the knowledge and 
judgment of principals and experienced 
staff members in the planning stage? and 
(2) is each audit step justifiable as an 
efficient and effective means of obtaining 
information which is needed to express 
the required opinion? 

Hundreds of suggestions might be listed 
for consideration in connection with 
streamlining audit programs, but the 
following come to mind as illustrative of 
the approach. 


Job Administration: 


1. Place more emphasis on advance 
planning of examinations. Each examina- 
tion should be carefully programmed and 
budgeted, placing proper emphasis on 
material items and reducing work on less 
material items to minimum requirements. 
Effect should be given to the results of the 
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evaluation of internal accounting controls 
in planning the program for the current 
examination. In this regard, it should be 
kept in mind that the accountant is as 
justified in reducing his work where 
conirols are strong as he is obligated to 
increase his work if they are weak. 

2. Close supervision of the examination 
while it is being performed should be 
exercised at all levels of responsibility. 

3. Discuss with the clients, in advance, 
the possibility of eliminating conditions 
which in the past have resulted in loss of 
time, or which have required adjusting or 
reclassification entries. 

4, Since the preparation of reports is 
time consuming, there should be a clear 
understanding at the outset as to the 
client’s report requirements. 


Working Papers: 


1. The preparation of schedules which 
merely copy information that is readily 
available in clients’ records should be 
avoided. Instead, staff members should 
work directly to the records and include in 
the working papers only summary 
schedules and statements of work done. 

2. Each section of an audit program 
should contain a step requiring the staff 
assistant to state his conclusions and to 
indicate the schedules on which such con- 
clusion is stated. This not only helps the 
assistant to understand objectives but also 
expedites the review. 


Cash: 


1. Challenge the great emphasis which 
traditionally has been placed on cash 
work. 

2. Where controls are adequate, it is 
often practicable to reduce audit work on 
payroll, dividend and other imprest bank 
accounts. 

3. Reconsider the purpose of examining 
endorsements on checks, and the extent 
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of testing required in view of internal 
controls. 


Receivables: 


1. In normal situations, negative con- 
firmations can often be used more exten- 
sively, and where internal control is 
sound, the total number of confirmations 
requested may be reduced. 

2. In determining the extent of detailed 
tests of company aging schedules, consider 
the degree of accuracy required and the 
degree of reliability established in previous 
examinations. 


Inventories: 


1. Carefully planned observation of the 
physical inventory-taking procedures 
followed by company personnel usually 
makes it possible to reduce the number of 
inventory test counts required of the 
independent accountant. 

2. Price testing of inventories is an area 
in which greater efficiency is often possible. 
Tests should be no more extensive than is 
necessary to accomplish the purpose. 
Prices sometimes may be more effectively 
compared with purchase orders, catalogs, 
etc. than with vendors invoices. 


Fixed Assets: 


1. Reduce the extent of vouching 
property additions and instead follow a 
business approach consisting of a review 
of appropriations by major projects com- 
bined with visual inspection of such 
assets. 

2. Review depreciation policy and pro- 
vision by means of tests on an over-all 
basis, rather than carrying out numerous 
detailed computations. 


Prepaid and Accrued Items: 


Work on prepaid insurance, accrued 
employment and local taxes, etc. should 
be relative to the importance of such 
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items to the accounts as a whole. In most 
cases, detailed analyses are unnecessary. 


Accounts Payable: 

If the test examination of vouchers is a 
representative one, that is, if the sample 
tested is selected from the entire year’s 
disbursements and contains all important 
types of disbursements, vouching in con- 
nection with other phases of the audit may 
well be eliminated except where it is 
necessary to obtain special information. 


Income and Expense Accounts: 


Generally, an intelligent review by an 
experienced assistant of information avail- 
able in the client’s office, rather than 
extensive analyses and vouching, will 
afford a better knowledge of a company’s 
operations with a minimum expenditure 
of time. Interrogation of operating per- 
sonnel, visual inspection of operations, 
review of operating statistics, and com- 
parison of predetermined budgets with 
actual results are examples of the business 
approach to auditing operaticns. 


General: 


1. In larger companies, rotate the 


subsidiaries, divisions 


examinations of 


or plants, and make effective use of the 
work of internal auditors. 

2. Wherever possible, use the client's 
staff to perform such clerical work as may 
be necessary in the audit. 

3. Employ comptometer operators and 
mechanical equipment to the greatest 
extent possible. 

4. Consider making use of statistical 
sampling techniques in your audit tests, 
The application of statistical methods to 
auditing is a relatively recent develop- 
ment and one which requires much addi- 
tional research and experimentation, but so 
far the indications are that it carries con- 
siderable promise. 


SUMMARY 


It is incumbent upon us as professional 
men to carry out our work competently 
and efficiently. We should re-examine our 
techniques in the light of the objectives 
to be attained as expressed not only in 
published literature concerning audits of 
publicly owned companies but also in 
the terms of the contract for the individ-ial 
engagement. All the work which is re- 
quired should be done, but that which is 
anachronistic should be modernized or 
eliminated. 
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AUDITING ELECTRONIC RECORDS 
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ANY accountants, both in public 
M and private accounting, have been 

striving mightily in recent years 
to see their way through the maze and 
mists of electronic data processing. How 
far must we go in understanding the 
mechanics of these new devices? In- 
stinctively, we pull back from any attempt 
to understand the electronics engineering 
as such. Dare we also disregard the basic 
mathematics? What about the technical 
details of programming? What about the 
refinements of the greatly revised flow 
charting necessary to represent full elec- 
tronic data processing? Probably few ac- 
countants expect to go the whole way with 
the mathematicians and engineers who 
really know the ultimate intricacies of the 
hardware, but many accountants are 


going to have to learn a lot more about. 
charting detail and about the basics of . 


programming than they realize at present. 

To some extent, the highly placed 
controller or the partner public accountant 
will be able to dodge the necessity for this 
new learning by delegating it to the 
“systems” man or department. Basically, 
however, this attitude is of the same order 
as the wishful thinking that all tax matters 
may be turned over to the specialist and 
that the top man need not concern himself 
with, nor understand, taxes. It is a 
hazardous assumption for all but a few. 
Controllers discharging this responsibility 
through their systems departments have 
the direct responsibility for determining 
the feasibility of adoption of some elec 
tronic data processing layout. 

Public accountants, if they are rendering 
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management and systems service, face the 
same problem of adoption and installation 
with and for their clients. In addition, 
the public accountants are very, very 
vitally concerned in the auditing aspects 
of the electronic data processing system. 
If the public accountant is advising the 
client on the installation, he should and 
must give considerable thought to the 
problem of subsequent audit of the system 
which he, presumably, or some other ac- 
countant, will make. If the public ac- 
countant is faced with the audit of an 
electronic system installed without his 
advice by someone else, he will be faced 
with the problem of studying the system 
to the point of a very substantial under- 
standing of its operation before he will 
dare to rely upon traditional audit tech- 
niques of the hard copy results which be- 
come available through the system. 

This study or survey is functionally the 
same as the study of the system of internal 
control which has long been a standard 
feature of auditing. The theory, the pur- 
pose, and the implications of internal con- 
trol remain the same, but the mechanics 
will be found to be very different. 

In many respects, the present situation 
is not unlike that faced by the public 
accountants twenty-five years ago when 
punched card accounting techniques were 
sweeping into the accounting office. The 
old familiar internal check devices and 
the clearly blazed audit trail of manual 
methods seemed to be disappearing in a 
maze of new techniques. At that time, 
too, there was a lot of whistling in the 
dark to the theme, “It’s just a different 
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way of doing the same things, the prin- 
ciples are still the same.” The statement of 
the theme was true, then as now, but the 
hopeful implication that we would not 
have to concern ourselves with the 
“different way’ was somewhat of an 
illusion. The coming change in the “way 
of doing the same things” will be a more 
radical change than the change from 
manual to punched card methods. After all, 
every punched card could be read visually 
if necessary, whereas magnetic charges 
on drums, tapes, and cores cannot be read 
except through the machines’ own out- 
put devices. The audit trail disappears 
into the unmarked jungle of electronic 
circuitry. The internal check systems 
leave the realm of interpersonal relation- 
ships and exist in the fine details of the 
programmer’s logic. The essential advan- 
tage of electronics lies in this direction— 
to do away, to the greatest possible degree, 
with awkward, slow-moving, expensive and 
inefficient “hard copy.” The ideal of 
electronics in fact is to move directly 
from transaction into magnetic bits with- 
out even the traditional original evidence 
in its written form. 

For the fully “‘electronified”’ areas of the 
accounting system there will be virtually 
nothing left of old on-the-scene audit 
techniques. Insofar as the traditional 
internal audit checks are to be used they 
must be built into the machine program, 
preferable when it is originally set up, be- 
cause any changes in a program after it is 
once in use will be difficult and expensive. 
If the auditor cannot himself judge the 
technical machine program, he will be in 
the weak position of asking questions 
about it of the persons who designed 
and are operating the system and who have 
an interest in making its performance 
appear as safe and efficient as possible. 

Inevitably, we come back to the rather 
hard conclusion that the auditor of the 
future is going to have to know a great deal 
about the techniques of electronics. At the 
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present time, there are perhaps a few 
hundred public accountants really qualified 
to judge the internal control aspects of 
electronic systems. As deliveries of equip. 
ment get really under way, this number 
will have to increase until, in ten years or 
so, these abilities will comprise part of the 
standard equipment of every first-rate 
auditor. 

The remainder of this article is basically 
a preview of some of the things that can 
already be spotted as facets of the new 
auditing knowledge—they are presented, 
obviously, not as a complete treatise, but 
as a forecast of the coming shape of things. 
We will assume, what is perhaps an over- 
simplification, the fully automatized office 
and let our imaginations build on pres 
ently known facts. 


WHAT WILL THE AUDITOR FIND? 


It will be a shock to enter an air-cond- 
tioned, sparsely populated room without 
conventional files, paper, cards or scurrying 
people, and be told that a good part of the 
accounting is taking place in a series of 
interconnected boxes with negligible hu- 
man intervention. Under these circum- 
stances, the viewer will wonder whether 
the data processing operation has truly 
disappeared from “sight.’”’ Actually, within 
these strange surroundings, the following 
conditions seem to exist with respect to 
factors described a few paragraphs back: 

1. Internal Control—Departmental lines | 

are blurred or eliminated. Controls 
associated with individuals knitted 
together in a processing network dis- 
appear with the individuals. 

. Source Data—An increasing number 
of situations will exist where the 
basic data disappear into the elec- 
tronic system at the moment the 
transaction occurs. Thr process of date 
creation will not necessarily produce 
readable media. 

3. Ledger—The ledger records, notably 
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the subsidiary ledgers, probably will 
not contain prior postings. 

. Files—Files, including ledger rec- 
ords, are not in “readable” form. 
They become readable through action 
of the data processing system at 
routine report intervals, or at special 
times required by the audit process. 

. Audit Trail—The creation of a 
journal or register is not an element 
in the main stream of electronic 
data processing. 


WHAT CAN THE AUDITOR DO? 
Internal Control 


Surrendering data handling to an all 
embracing machine suggests an analogy; 
namely, surrendering data handling to a 
versatile clerk. In abandoning the speciali- 
zation and departmentalization associated 
with conventional internal control, work 
has been taken away from individuals of 
limited ability (or people forced by 
specialization to limit their range of 
activity) and given to an impersonal crea- 
ture who does everything. 

How do we make out when versatility is 
substituted for specialization? When we 
let one person, the versatile clerk, carry 
an event from the “cradle to the grave” 
it would seem that we are exposed to 
certain hazards: 

a. That he may deliberately fail to 

follow prescribed routines. 

b. That he may inadvertently fail to 

follow prescribed routines. 

c. That he may perform any routine, 

prescribed or not, unreliably. 

In addition, if we incorporate checks 
into his work, we must take them on faith. 
As the controller of the entire procedure, 
he obviously controls checking as well. 
From this concept of a ‘‘versatile clerk” 
we can proceed to an examination of an 
electronic data processing system, with 
particular emphasis on the Computer 
which dominates it. In its versatility, with 
start to finish control, it exposes us to 


essentially the same hazards we associated 
a moment ago with the “‘versatile clerk,” 
with, however, certain very significant 
differences. 

A computer cannot deliberately ignore 
prescribed routines. Its routine is stated in 
a program of instructions; once it has been 
given the right program, the hazard that 
it might use the wrong one ceases. Ob- 
viously, considerable power is lodged in 
the person or persons who develop pro- 
grams and comparable power resides in 
the authority to modify programs. Since 
substantial efforts are being devoted to 
facilitating program modification, to keep 
up with the inevitable stream of pro- 
cedural changes, the power of modification 
authority will increase. As these efforts 
succeed, the significance of access to 
programs also rises. This all means that the 
process of program modification must be 
surrounded by adequate internal controls. 

With adequate program control, the 
first hazard, deliberate failure to follow 
prescribed routines, is discharged. The 
machine does not have the human ability 
deliberately to ignore prescribed steps. 
How, then, can the auditor satisfy him- 
self about programs? 

1. He can participate in the formulation 
of ground rules to be incorporated in 
programs, especially as to the inclu- 
sion of checks and proofs. 

. He can exert pressure for the creation 
of a “translation” routine which 
could convert the coded program into 
a form he can understand. 

. He can insert predetermined situa- 
tions into the system, actually 
dummy transactions, and inspect the 
results. 

Reliability. The question of reliability 
arises; this is hazard number two, in- 
advertent failure. Though mechanical 
reliability of electronic equipment is 
extremely high, higher by far than human, 
or human-plus-facilitating-machine, it can 
go wrong. Equipment can inadvertently 
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follow the wrong steps in the right pro- 
gram and can also follow the right in- 
structions and make mistakes. In a con- 
ventional information handling situation, 
this hazard is met by the creation of in- 
ternal controls. 

In electronic data processing, there are 
two kinds of safeguards to guarantee 
reliability. One, frequently called ‘“hard- 
ware” checking, refers to built-in, or 
electronic, reliability. The other may be 
called programmed checking and refers to 
redundancies of various types incorporated 
in the program in the form of instructions 
which check work. Parity checks and/or 
duplicate arithmetic circuits are examples 
of hardavare checking. A word of explana- 
tion is due them to give the reader a sense 
of the power available in this area. 

Information as we know it is coded for 
use by EDPM into values in the base 2 
(binary) numbering system. This is a 
system of counting governed by all the 
rules we are accustomed to applying but 
recognizing only two discrete conditions, 
zero and one. Every particle of alphabetic 
or numeric (decimal) information, or any 
kind of symbol is an arrangement of zeros 
and ones built up the same way we con- 
struct decimal numbers. However, in this 
system, we have to carry in going from 
one to two; just as we go from nine to one 
and zero in the decimal system because 
nine is the largest unique value, we must go 
from one to one and zero in the binary 
system because one is the highest value 
per position. 

In electronic recording, all of which is 
based upon the binary system, the error 
hazard lies in the possible loss of a single 
“bit” through a speck of dust on the tape, 
an imperfection of the tape, or other 
malfunction of the system. While equip- 
ment has been so perfected that this may 
be expected to occur very rarely (once in 
millions of times), even this slight danger 
can be protected against by what is 
known as parity checking. In this system 
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all of the significant zeros and ones com. 
prising each number, are recorded in the 
“active” channels of the tape. In addj. 
tion to the ‘‘active”’ channels the tape hasa 
so-called check channel which can record 
zeros and ones, not as part of the actual 
quantity but for various technical control 
purposes. In parity checking the check § 
channel will carry a one for each quantity F 
whose own representation comprises an i 
odd number of ones, so that the total f 
number of ones on each line will always be 
even. (If the number of ones in the quantity 
is even, the check channel carries a zero) 
If a single one is dropped—which is the 
hazard to be guarded against—the machine 
senses that the remaining number of ones 
is now odd and therefore in error. 

It will make this technique easier to 
understand if it be immediately acknowl | 
edged that the simultaneous dropping of 
two ones in any quantity would not be 
discovered by this technique since the 
number of ones remaining would still be 
even. It should be remembered, however, 
that the chance of losing a single one is one 
in many millions. The probability of the 
loss of two ones simultaneously is theoret- 
ically the square of the already very 
small chance, and therefore negligible. 

Here is a simple illustration. Seven in | 
the binnary system is: J / J (this is not one 
hundred eleven). We can designate 4 
checking position thus: / 111. With the 
check digit there is an even number 
ones. The absence of a one, e.g., failure to 
read a magnetized spot correctly at any 
point in processing, would be detected by 
circuits which will not accept the odd | 
condition. The equipment will disregard 
the check position for all calculating pur 
poses. 

The use of duplicate arithmetic circuits 
simply means that all arithmetic oper 
tions are performed twice, independently 
and simultaneously. The results are com 
pared as a proof. 

There are many other checking mmetial 
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which can be incorporated in the hardware. 
In general, they add to the complexity and 
cost of equipment. A balance between these 
factors and accuracy requirements must 
be established. Auditors should appreciate 
what equipment can do, unaided, to verify its 
own operations. This, is in a way, equiv- 
alent to a preliminary analysis of the 
given system of internal control. 


Programming Reliability 


Beyond “hardware’’ lies the field of 
programmed reliability with almost limit- 
less techniques and tricks. In the extreme 
case, it can mean comparing the results of 
independent dual operations.' This, how- 
ever, is 100 per cent redundancy; it defines 
a limit but does not suggest a practical 
approach. 

Within the practical realm, it is im- 
portant to indicate that a Computer, via 
its program, can check its own reliability 
and also check the reliability of operations 
performed by other elements in the data 
processing system, including itself (the 
Computer) when it has already worked on 
data it is about to use again. Other elements 
are input machines, file maintenance 
machines, and integrating methods, either 
people or machines. The integrating func- 
tion moves information from operation to 
operation, sets up, starts, and supervises 
machine activity. 

Let’s consider how the Computer can 
insure reliability in these areas. 

A Computer can do anything using pre- 
listings or proof totals that any other 
system can do, with additional power. 
If the proving action indicates an error, the 
Computer ought to be able to “rollback” 
to the last successful proof and come for- 
ward again. This assumes that the signif- 
icant data have been stored at the proof- 
point, so that they can be called back if 
necessary. If an error reflects a machine 
failure due to a transient (a temporary 


1 At EDPM speeds this is not always a preposterous 
suggestion, 


cause creating a temporary malfunction 
which lasts a fraction of a second) the 
error will be wiped out automatically via 
such rollback in much less time than that 
required if the equipment were permitted 
to stop. It should be kept in mind, too, 
that totals generated outside of an elec- 
tronic system are of a lower order of relia- 
bility themselvesthan the counterpart totals 
produced by the electronic system. Failure 
of a proof tends to indict operations preced- 
ing electronic data processing. 


Proving the Program 


Inherent in the nature of clerical activity 
is the possibility of proving the reliability 
of instruction selection and execution, 
particularly with electronics available for 
implementation. If decision making is 
looked at in a very general way, and not 
confined in one’s thinking to acts which 
use high order mental capabilities, clerical 
activity is seen as the interspersing of 
decisions of a yes, no character (two 
choices), or decisions of an equals to, 
more than, or less than character (three 
choices), into a stream of calculations. 
These decisions are based upon compari- 
sons of data using information available in 
the record of a specific event, or in the 
cumulative information stured in files or 
both. 

Here are some examples illustrating this 
decision making activity: 

1. A Yes-No Situation Involving Inventory 
Compare Quantity on Hand with Replenish- 
ment Level (Reorder Level) 

Decision I: On Hand Quantity greater 
than Replenishment Level. 
Action: Go to next processing phase for 
given transaction. 
Decision II: On Hand Quantity equal to 
or less than Replenishment Quantity. 
Action: Execute a reorder routine. 

2. An Equals To, Less Than, Greater Than Situa- 

tion 

Compare the customer number on a sales 
slip with the customer number on a record 
in the Accounts Receivable file. (Assuming 
Sales Tickets and Accounts Receivable 


| 
a 
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records are in ascending order by customer 
number.) 
Decision I: Customer number on Sales 
Ticket = Customer Number on Accounts 
Receivable Record. 
Action: Proper Receivable record has 
been located; begin processing of trans- 
action. 
Decision II: Customer number on Sales 
Ticket is greater than Customer number 
on Accounts Receivable Record. 
Action: Continue to search for the 
proper Accounts Receivable Record by 
advancing the Accounts Receivable file 
and executing the customer number 
comparison again. 
Decision III: Customer number on Sales 
Ticket is less than Customer number on 
Accounts Receivable Record. 
Action: Indicates failure to find a 
“mate” for Sales Ticket. There are 
several courses of action depending 
upon the particular application. 


No matter how elaborate a program of 
instructions may be, and they do contain 
hundreds or thousands—sometimes many 
thousands—of instructions, at any point 
in the program it is possible to look back 
toward a common starting point and set 
forth the decisions which brought the 
data processing activity to that point. It is 
possible, therefore, to insert in the program 
beforehand codes (or synthetic words) 
designed to prove the path selection proc- 
ess. These path proving codes are veri- 
fied against the data actually used to 
direct a transaction through processing. 
A simple case is demonstrated below: 

An inventory transaction might be an 
issue or a receipt (among others). It might 
involve activity at one of four warehouses 
and in the case of an issue involve one of 
three customer categories. Accordingly, the 
incoming transaction data must specify a 
transaction code, I or R (for Issue or 
Receipt) a warehouse code (1, 2, 3 or 4) 
and a customer code (A, B, or C). 

Path selection in this case will depend 
upon what the Computer thinks it sees 


when it decides what the transaction code 
is, and the warehouse code—and the 
customer code. 

If the computer arrived at a point in 
the program which was right only for 
I 2 A—an issue from warehouse 2 to 
customer type A—it should find the 
synthetic word I 2 A stored in the pro- 
gram. Otherwise, it isn’t where it ought to 
be. 

The method has diagnostic value, too, 
When the proof indicates path selection 
failure, comparison of the actual data 
with the proof word localizes the path 
selection error. 


Peripheral Operations and Integration 


The problem of reliability can be er- 
tended to include previous operations 
performed on the Computer or on other 
devices. Several conditions may assume 
checking prominence. These are posed 
below as questions: 

1. Were ordering operations, performed 
in the Computer or elsewhere, 100 
per cent successful? 

. Has the transportation of data been 
uneventful? In other words, are the 
data going into an operation the right 
data; if so, have all been received? 

. Is the information generated by an 
operation being written on available 
reels of tape or is it possible that good 
data are being obliterated by the act | 
of writing? 

With respect to the adequacy of order 
ing, it is easy to give the Computer 
sequence checking instructions. Sometimes 
it just comes naturally. For example, when | 
transaction data are arranged in ascending § 
numerical sequence according to some 
criteria, and the same arrangement is 
maintained in the files, a matching opera 
tion of new events against the files which 
successively subtracts file criteria (ie. 
customer number) from transaction cr- 
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teria cannot produce a logical minus 
answer. This is sequence checking on a 
by-product basis. 

Moving data from one operation to 
another can result in the loss of records 
even though this rates as an unlikely 
possibility in an electronic system. How- 
ever, if records are counted in some prior 
operation, the Computer can execute a 
proving count. 

In many electronic systems people are 
the principal integrating factors. They 
push buttons establishing connections 
and hand-carry reels of tape from opera- 
tion to operation. To verify their acts, in 
addition to installing procedural controls, 
there are programmed checks available. 
The checks are simple. Every reel of 
magnetic tape containing information to 
be processed is given an identifying num- 
ber. Every program “knows” the identify- 
ing numbers for its particular operation. 
The initial action of each computer opera- 
tion is to compare identifying numbers— 
those on tape with the ones in the program. 
If the incoming data doesn’t belong, rejec- 
tion is automatic. 


Data Destruction Safeguards 


The possibility, albeit remote, of de- 
stroying data is the principal cause of an 
anxiety neurosis afflicting potential users 
of electronics. Until it appears that these 
fears have no basis, some safeguards are 
justified. The elements in a system of pro- 
tection are (1) the preservation of source 
data (this is basic in any system) and 
(2) the periodic duplication of files. With 
these precautions, reconstruction methods 
are simple. Files are updated by rerunning 
the most recent duplicate (of the file) 
against Source data re-created, if neces- 
sary, by re-transcription of the original 
media. 


*There are situations, however, where a minus 
answer has multiple causes, some of which are logical. 
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Source Data 


A development which is certain to go for- 
ward rapidly is the mechanization of the 
input process through the use of a variety 
of devices which we can label here as 
Transaction Recorders. They catch the 
data producing event as it occurs to pro- 
duce a record which enters or is ready to 
enter the other devices in an electronic 
data processing system without recopying. 
This is an important step forward since the 
input process, as we know it, is expensive 
in relationship to other functions. 

The automatic approach to input can 
be accomplished without creating a con- 
ventional record. Only the media used by 
the input device for storing what it re- 
ceives might be left to evidence the input 
act. In the extreme case, the direct trans- 
mission of input to magnetic drum or mag- 
netic core storage would mean that nothing 
had been left behind to create a conven- 
tional record of the event. 

From several angles, this omission of a 
conventional record is probably impracti- 
cal. In cases where the transaction is ex- 
ternal a hard copy record must be given 
to the customer, and even when the event 
is internal (an employee starting or finish- 
ing a machine operation) there are legal 
reasons and the demands of employee rela- 
tionships to compel the creation of a visible 
record in the conventional sense. 

Auditors undoubtedly will insist that 
most automatic input devices record in 
two media, one for a conventional record 
and one for entry to the data processing 
system. 


Ledger Records 


The trend away from historical posting 
which began with punch card operations 
will be accentuated by electronics. 

In other systems, the smallest unit 
around which increments of cost could be 
detected was the record or document. The 
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removal of a word of data from the docu- 
ment had no cost implications since the 
time to process was a function of the docu- 
ment. To a greater or lesser degree, depend- 
ing upon the particular Computer, the char- 
acter now becomes the unit around which 
increments of costs can be detected. Any re- 
duction of data from a file has a measur- 
able effect on the time required to process 
that file. 

According to these aforementioned con- 
ditions, prior postings on a conventional 
ledger card in no way affected the cost of 
updating that ledger card. This is no 
longer true; the historical data on a ledger 
“card” which exists on tape will be carried 
along as excess baggage whenever a new 
posting has to be made or anything else 
has to be done to the “card.” A prospec- 
tive user probably will not want to tolerate 
historical postings to satisfy an audit need 
if this produces a requirement for addi- 
tional equipment. 

However, it is relevant to this analysis to 
note that major data processing activity 
volumes involve subsidiary ledgers. Gen- 
eral ledgers, are, by contrast, negligible 
in use of storage and machine running 
time. Accordingly, it is likely that general 
ledger accounts could be complete on tape 
in the accepted historical sense. 


File Access 


Unless other factors are compelling, 
such as fast access for customer service, 
files will be in electronic media and not vis- 
ible in the usual sense. For audit purposes 
alone it is doubtful that users would per- 
mit the maintenance of duplicate files in 
visible form. Access on a demand basis to 
invisible records, arranged serially, will 
probably constitute an annoyance. On the 
other hand, requests which enter the main 
transaction stream and are serviced as part 
of a routine operation against a file should 
be acceptable. 

To the extent that the auditor can and 


does plan his “interference,” it would ap. 
pear practical for him to impose a program, 
ordinarily in his control, which would doa 
great deal of the auditing. Included in such 
a program would be requests for stored 
data. 

The idea of an audit “program,” using 
the word in the EDPM sense, is exciting; 
Such a program could include fictitious 
transactions generating known answers, 
As mentioned, it would interrogate the 
files and it could set up the analysis of 
specified accounts. 


Audit Trait 

The chronological accumulation of events 
and the organization of them to produce 
summary postings is not a requisite to elec- 
tronic processing. The act of summariza- 
tion is internal and can ultimately be evwi- 
denced by revised account balances with 
no other visible signs of the processing that 
took place. The creation of a trail rests now 
on its retrospective importance; it is not an 
important element in the actual processing 
operation. 

Opposition to a journal or register will 
probably be based on the high volume of 
printing it involves and the archive char- 
acter of most of what is printed. This, how- 
ever, is a problem encountered in present 
data processing environments. Presum- 


ably, it has been thought through and its 


solution is applicable to the new environ- 
ment. 
Aside from the question of journal 


versus no journal, there are some interest- | 


ing side matters to mention. Unlike the 


sequence in a strictly manual operation, | 


if treated electronically a journal is the 
by-product of posting activity instead of 
its preliminary. In this respect the elec- 
tronic process is similar to some “stand- 
ard” posting machine applications. The 


journal entry is generated in the presence 
of its associated ledger data. Accordingly, § 


it is possible to know when the last posting 
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occurred and to key the journal so to indi- 
cate. In this way, the person using such a 
trail is indexed from one transaction to its 
predecessor and so forth. 

Characteristic of EDPM versatility is 
the simultaneous handling of diverse trans- 
action data against a file. If, for example, 
sales and cash are posted in the same run 
against Accounts Receivable, it becomes 
possible to combine the Sales and Cash 
journals. 

The entire concept of a trail might be 
changed by electronics because of the 
facility with which the auditor may go for- 
ward towards the ledger rather than back- 
ward. If source data can be stored con- 
veniently and searched rapidly, the audi- 
tor could begin by collecting selected 
source data to be processed against prior 
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period balances in his possession. The re- 
sults would be checked against current 
ledger balances. 


CONCLUSION 


Electronic data processing affects the 
availability of data, its organization, and 
the flow of work through a processing ap- 
paratus. To meet these conditions, audi- 
tors must: 

1. Plan audits to integrate their “‘inter- 

ference” with normal operations 

2. Do more “forward” checking 

3. Concern themselves with controls 

over program 

4. Develop a familiarity with the func- 

tional capabilities of electronic equip- 
ment. 
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LIFO AS A SPUR TO INFLATION—THE RECENT 


EXPERIENCE OF COPPER* 


Warno W. SuOJANEN 
Assistant Professor, University of California, Berkeley 


main advantages is that it can be 
employed as a hedge against infla- 
tion. When the secular price trend is up- 
ward, and this has been true in the main 
since the end of the Great Depression, 
those firms that employ Lifo charge cost 
of goods sold with the cost of the most re- 
cent acquisitions. Only “normal” income 
appears on the income statement and 
“speculative profits,” caused by the in- 
crease in the price level, are eliminated 
from that report. 
The following is illustrative of the argu- 
ments in favor of Lifo as an anti-inflation- 
ary device. 


A DVOCATES of Lifo claim that one of its 


It is easy to understand why, when Lifo was 
finally introduced, its use gained slowly but stead- 
ily as it became understood in the inflationary pe- 
riod since 1939... . Lifo has come to be recog- 
nized as a means of eliminaiing from profit any 
increase in the value of the same quantity of in- 
ventory that existed at the beginning of an ac- 
counting period. Ina long period of continued in- 
flation, such as we have been experiencing since 
1940, in which cost levels have more than doubled, 
the real value of Lifo has become apparent. 


This study has been undertaken to ex- 
plore whether Lifo does actually serve as a 
stabilizing factor within the economy. 


* The writer is indebted to Professors Maurice 
Moonitz and Leonard Doyle of the University of Cali- 
fornia, Berkeley, for suggestions and criticism. In addi- 
tion, he wishes to thank Professor Robert Sprouse of the 
University of California, Berkeley, and James Linn, a 
student in cost accounting, for ideas they contributed in 
connection with Table 1 and Formula (1). 

1H. T. McAnly, “The Case for Lifo: It Realistically 
States Income and Is Applicable to Any Industry,” 
The Journal of Accountancy, June, 1953, p. 696. 

In an earlier paper by another author, Lifo was de- 
fended as an anti-cyclical tool in the following words: 
“Finally, and most important of all, the failure to 
recognize the fictitious nature of inventory profits must 
be given more than a minor part in explaining the wide 
amplitudes shown by business fluctuations”; Henry B. 
Arthur, “Inventory Profits in the Business Cycle,” 
American Economic Review, March, 1938, p. 40. 
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Economic stability requires that the Lifo 
act in such a way that: (1) it does not 
boost inflationary pressures during a pe- 
riod of rising prices, and (2) it does not 
operate to increase the volatility of the 
inventory cycle. On the other hand, if Lifo 
adds impetus to inflationary forces, or if it 
accentuates the swings of the inventory 
cycle, then it cannot be rightly called a 
stabilizing factor within the economy. 


THE INVENTORY CYCLE 


Many economists are willing to agree 
that at the present time we possess enough 
knowledge about the causes and cures of 
the business cycle so that the depression 
experience of the thirties need never again 
be repeated. To put it another way, major 
cycles now belong to history if we are pre- 
pared to put our anti-cyclical tools to use. 
This, however, does not mean that all 
business fluctuations have disappeared. 
Minor cycles will continue to harass the 
best laid plans of both businessmen and 
government policy-makers. Among the 
most interesting of these minor fluctua- 
tions for the accountant is the inventory 
cycle and the way in which Lifo affects i's 
operation. Prior to examining in detail 
copper output, demand, and prices in 1955 
and their relationship to Lifo, a brief sum- 
mary of inventory cycle theory should 
prove helpful. 

The theory of the inventory cycle is of 
more recent origin than Lifo.? Although 


2 Lloyd Metzler, “Business Cycles and the Modern 
Theory of Employment,” American Economic Review, 
June, 1946, pp. 278-291, and, “Factors Governing the 
Length of Inventory Cycles,” Review of Economic Sta- 
tistics, February, 1947, pp. 1-15. A briefer discussion 
appears in Alvin H. Hansen Business Cycles and Na- 
tional Income, (New York: W. W. Norton and Co., Inc., 
1951), pp. 471-476. 
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some of the assumptions of inventory cycle 
theory are rather abstract, the model that 
has been developed is extremely valuable 
in explaining the effects of Lifo valuation 
on the copper industry in 1955. 

To be sure we are on firm ground, it 
should be pointed out that inventory in- 
vestment has the largest and most volatile 
fluctuations of any component of private 
gross capital formation.’ It is the conten- 
tion here that Lifo valuation does not 
dampen, but rather increases, the vola- 
tility of the inventory cycle. In addition, 
this tendency is accented by the fact that 
the secular price level, since Lifo became 
legally permissible, has had an upward 
trend. This applies not only to Lifo but 
also to the base stock method.‘ Because the 
two methods are similar in their economic 
effects, they will be discussed together. 

An inventory cycle begins when income 
and employment increase, let us say, be- 
cause of a rise in autonomous investment. 
The increased demand that is created 
causes an unexpected increase in sales and 
aconsequent reduction in inventory stocks. 
Output can not be increased as fast as de- 
mand, since fixed facilities to build up 
productive capacity cannot be expanded as 
rapidly as sales. Because of this lag of out- 
put behind sales, businessmen increase 
their orders so that they can build up 
their depleted inventories and bring in- 
ventories into the desired ratio to sales. If 
demand continues to grow, neither of these 
actually materializes and inventory stocks 
are actually depleted below the desired 
levels. 

At some time the rate of growth of sales 
slows down and the point of inflection on 
the familiar S-shaped curve is reached. 
When this occurs, inventory stocks begin 
toincrease, and reach their peak some time 
after the rate of growth of sales has begun 


® Moses Abramovitz, Inventories and Business Cycles, 
(New York: National Bureau of Economic Research, 
Inc., 1950), pp. 4-8. 

“Cf. Arthur, loc. cit., p. 30. 
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to decline. In other words, inventories be- 
gin to build up when the sales expectations 
of business management exceed the actual 
sales. Subsequently, the decline of sales in 
each period is greater than the expected 
decline so that the behavior of inventory 
stocks follows the pattern set earlier by 
sales. Hansen comments that “from the 
theoretical model... it is evident that 
inventory stocks tend to lag about one- 
quarter cycle behind sales. On the other 
hand, net investment is synchronous with 
sales.’ 

Once the desired inventory-sales ratio 
has been reached, the output is then geared 
to the existing level of sales. None of the 
output, in other words, is now required for 
inventory replacement. This state of affairs 
continues until another turning point is 
reached. After the turning point is passed, 
another inventory cycle begins. 


INCOME TAX EFFECTS OF LIFO 


From a practical, managerial point of 
view, Lifo does possess a very real ad- 
vantage. Since the Federal income tax is 
applied to the taxable earnings of corpora- 
tions, any method of valuation that results 
in a reduction or deferment of such tax 
liabilities will find its advocates. To con- 
serve funds by paying lower taxes is one 
of the aims of almost every corporation 
that adopts Lifo and to preserve the 
liquidity of the organization is one of the 
basic motivations of intelligent business 
management. 

However, the firm that uses the “elec- 
tive” method encounters a rather serious 
problem of inventory management in pe- 
riods when prices are rising. It must not 
have a smaller inventory on hand at the 
~ 6 Op. cit., p. 474. He also points out that “two as- 
sumptions underlie this theoretical model: (a) business- 
men tend to hold inventories in some fairly stable rela- 
tion to sales; (b) businessmen’s expectations with re- 
spect to sales typically confirm to the condition of unity 
elasticity (i.e., sales are expected to continue to move in 
the same direction and at the same rate of change as 


in the recent = .” (p. 471.) It should be pointed out 
that both of these assumptions are open to criticism. 
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end of an accounting period that it had at 
the beginning of that same tax year. As- 
sume, for instance, that a company had 
two million pounds of copper on hand on 
January 1, 1955, valued at thirteen cents 
a pound. This represented the cost of cop- 
per in 1945 when the firm adopted Lifo. 
On December 31, 1955, the administered 
price of copper was forty-three cents a 
pound—the price had increased by thirty 
cents a pound since 1945. 

As everyone knows, 1955 was a very 
prosperous year. The demand for copper 
was greater than the supply at the admin- 
istered price. The management was so in- 
terested in increasing sales that it permit- 
ted the inventory to run down to a million 
pounds. The result was obvious—profits 
were “overstated” by $300,000 and the 
corporation was forced to pay 52 per cent, 
or $156,000, in federal income taxes. If 
management had not permitted the Lifo 
“base stock” to be reduced by a million 
pounds, the above would not have oc- 
curred. This, of course, is elementary ac- 
counting, but it has far broader implica- 
tions which will become clear as we pro- 
ceed. 


CASE STUDY IN COPPER—1955 


The cash price for virgin, electrolytic 
copper, Connecticut Valley delivery, on 
January 1, 1955, was thirty cents a pound.® 
A year later, the price of electrolytic cop- 
per had jumped to forty-three cents a 
pound. On December 31, 1955, custom 
smelters were pricing copper at fifty cents 
a pound as compared to thirty cents a 
pound on December 31, 1954. Custom 
smelters usually charge higher prices for 
reprocessed copper, which is a perfect 
substitute for electrolytic copper, when 
the demand is high, and the same price 
when copper demand is weak. The average 
price of copper in the last half of 1955 was 


® The Wall Street Journal, January 3, 1956, p. 16. 


the highest it has been since the Civil War? 
Apropos of this, the same source argued 
that “only inventory buying for tax pur. 
poses supported the extremely high price” 
of the metal in the late months of 19558 

As has been stated earlier, 1955 was 
marked by a very high level of business 
activity. The supply of copper was far out- 
stripped by the demand. Strikes in the 
United States and elsewhere in the world 
reduced the amount of copper available for 
manufacturing purposes while the stock- 
piling requirements of the federal govern- 
ment were added to the very heavy in- 
dustrial demand. Because demand consid- 
erably exceeded the supply, the pressure 
on copper prices throughout the year was 
upward. 

At the end of 1954, fifteen out of nine- 
teen major producers and fabricators of 
nonferrous metals were on a Lifo basis of 
determining inventory cost.® All of the 
four major integrated producers of copper 
and the leading brass fabricators are in- 
cluded in this group. In addition, three 
dominant producers of electric appliances 
and machinery, which have large inven- 
tories of copper and copper products, were 
also using Lifo for inventory valuation 
purposes.?° 

Furthermore, all of the corporations 
listed in the footnote had fiscal years end- 
ing on December 31."' The importance of 


7 Engineering and Mining Journal, September, 1955, 
68 


p. 68. 

8 Ibid., October, 1955, p. 69. 

® Accounting Trends and Techniques in Published 
Corporate Annual Reporis, 8th ed., (New York: Ameri- 
can Institute of Accountants, 1954), p. 69. 

10 The major integrated copper producers are Ana- 
conda Company, American Srnelting and Refining 
Company, Kennecott Copper Company and Phelps 
Dodge Corporation. The brass fabricators are Bridge- 
port Brass Company and Revere Copper and Brass 
Company. The dominant producers of electric appli- 
ances and machinery are at Cable Corporation, 
General Electric Company and Westinghouse Electric 
Corporation. 

1 The Stock Record, (New York: The Fitch Publish- 
ing Co., Inc., 1955). 
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this uniform closing date will be brought 
out in the next section. 


The Inflationary Effects of Lifo in the Cop- 
per Industry 


In view of the argument that Lifo ex- 
erts a stabilizing effect on the economy, 
the following quotation from the trade 
literature is pertinent at this point. 

The inventory shortage is of two sorts: the 
ratio of inventories to fabricating operations is 
well below that which most fabricators feel is 
advisable, and for many firms inventories built in 
earlier years at prices as low as 12¢ have been 
reduced and profits for calculating income taxes 
will need to reflect the spread between these low 
prices and current high prices of fabricated 
products. . . . The shortage of fabricator stocks as 
aratio of operations is probably about 65,000 tons 
in the U. S.... The shortage of copper for Lifo 
purposes may be about 25,000-35,000 tons.¥ 


During 1955, expanding income and em- 
ployment in the United States caused a re- 
duction in the inventories of copper be- 
cause copper output could not be increased 
as rapidly as the demand. Copper produc- 
tion, in the early months of the year, had to 
be increased: (1) to replace depleted in- 
ventories and (2) to build up inventory- 
sales ratios for reasons developed earlier 
in our discussion of the inventory cycle. 
Because the level of sales was up, copper 
producers and fabricators scurried franti- 
cally to obtain what they considered to be 
a safe ratio. On October 3, 1955, The Wall 
Street Journal had the following comment 
on the copper situation. 

A prediction that copper supply and demand 
may attain a “rough balance” in the fourth quar- 
ter was made last week by the Business and 
Defense Services Administration in Washington. 
It noted, however, that the forecast was based on 
the assumption that output would not be inter- 
tupted, curbs on copper exports would continue, 
and copper scheduled for delivery to the stock- 
pile in the fourth quarter would be deferred. 

The B.D.S.A. emphasized that although there 


and Mining Journal, November, 1955, 
p. 69, 
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probably will be enough copper to meet fabrica- 
tors’ needs for immediate consumption, there 


won’t be enough to rebuild exhausted in- 


ventories."* 


In the light of the above two observa- 
tions, it is evident that there was only 
enough copper available during the latter 
half of 1955 to supply current industry re- 
quirements. Roughly 90,000 tons more 
were needed: (a) to build up depleted in- 
ventories in order to bring them into line 
with current sales and (b) to meet the 
Lifo ‘base stock” needs of copper pro- 
ducers and fabricators. Of the total short- 
age, approximately two-thirds was re- 
quired for the first purpose and one-third 
for the latter. But the shortage of primary 
copper, at least, was acute enough so that 
little, if any, was available for inventory 
build up purposes. 

According to economic theory, an in- 
sufficient supply of a commodity results 
in an increase in price. However, the un- 
diversified copper producers are interested 
in maintaining “reasonable” prices for 
primary copper. Otherwise, if the price of 
copper is out of line with competing prod- 
ucts, e.g. aluminum, the effect will be to 
accelerate the substitution of other metals 
for copper. From a long-run point of view 
this poses a very severe problem to the un- 
diversified producers. The impact of sub- 
stitution on a diversified firm that pro- 
duces both copper and aluminum, such as 
Anaconda Company, is not nearly as 
drastic as it is on the companies whose pro- 
duction consists mainly of copper. 

Substitution of aluminum for copper was 
not merely an idle threat in 1955, it was an 
accomplished fact. Many large users of 
copper declared that they were replacing 
copper with aluminum. For instance, 


Western Electric Co., the nation’s biggest cop- 
per consumer, in September announced it aims to 


13 “Has Copper Hit a Peak?” p. 18. 
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use aluminum instead of copper in making cable 
wire. 

The big manufacturing unit of the Bell System 
said “spiraling copper prices and repeated short- 
ages of the metal” have caused the company ‘‘to 
move ahead with a definite engineering program 
looking toward the substitution of aluminum for 
copper in its manufacture of telephone cable.’’4 


The price of secondary copper is not gov- 
erned by the long-run considerations that 
affect the price of the primary product." 
Custom smelters quote prices that are 
based on the price of copper and brass 
scrap plus a differential which covers their 
costs and profit. Since their revenues are 
derived from smelting, it is a matter of in- 
difference to them which nonferrous metals 
they process. In other words, the prices 
they quote are closely related to the price 
of scrap and their behavior is not affected 
by the long-run substitution possibilities 
that bulk large in the pricing policies of 
the primary metal producers. 

Discussions with trade sources and a 
study of newspapers and trade journals 
suggest that the upward pressure on the 
prices charged by custom smelters for re- 
processed copper during the last third of 
1955 was caused mainly by buying to 
build up Lifo “base stocks.” That is, 
30,000 tons of the 90,000 ton shortage of 
copper during this period was not a real 
demand—it was an artificial demand 
casioned by the fact that, except for 
Western Electric Company, the large pro- 
ducers and fabricators of copper were on a 
Lifo basis and had fiscal years ending on 
December 31. 

This brings up the very legitimate ques- 
tion as to whether Lifo was the villain in 
the cast. Assuming that the ieading copper 
producers and fabricators were on a Fifo 


4 “Rival Metals: Aluminum Grabs More Sales from 
Copper as Price War Spreads,” The Wall Street Journal, 
November 1, 1955, p. 1. 

% In September, 1955, the Engineering and Mining 
Journal pointed out that “with copper prices sub- 
stantially above the cost of production, various pro- 
ducers have been resisting the rise ever since copper 
moved above 30¢. They naturally were concerned over 
the future of the metal.” (p. 69) 


basis, the 30,000 ton shortage for “base 
stock” replacement purposes would not 
have existed. Similarly, if the major pro. 
ducers and fabricators had been on a Lifo 
basis but had had fiscal years ending on dif- 
ferent dates, the upward pressure on prices 
would have been weaker during the months 
under consideration. Instead, a revolving 
inventory “float” of say 3,000 tons would 
have sufficed to meet the average, “base 
stock” replacement needs of the corpora- 
tions concerned. In either of the above 
cases, the upward pressure on both sec. 
ondary and primary copper prices would 
have been less. As indicated above, copper 
output was sufficient to meet current in- 
dustry needs although not large enough 
to permit rebuilding of inventory stocks. 

Further evidence is available to indi- 
cate that Lifo was indeed the culprit. Here, 
we have the experience of World War II 
and the postwar years on which to fall 
back. The following summarizes the re- 
sults of this experience in a significant way. 

The ability to maintain an expanded volume of 
business while remaining in a state of “involun- 
tarily liquidated inventories” would seem to in- 
dicate that the so-called fixed quantity of inven- 
tory is a very elastic concept, and certainly bears 


no relation to the quantity of inventories on hand 
at Lifo adoption date.!* 


To put it another way, the inventory-sales 
ratio for any corporation can be quite low 
and yet the firm can continue to operate at 
full capacity providing that no attempt is 
made to expand the existing ratio. When 
demand for inventory stockpiling is added 
to existing consumption requirements dur- 
ing a period of inflation, there is pressure 
forcing prices upward—but when such a 
policy becomes virtually mandatory be- 
cause of the method of inventory valua- 
tion then Lifo stands condemned on yet 
another count. 

Another factor to bear in mind is the 


16 Charles E, Johnson, “Inventory Valuation—The 
Accountant’s Achilles Heel,” AccounTinGc REVIEW, 
January, 1954, p. 20. 
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TABLE 1 


Luar Price Tuat A Fasricator Is WitLinc To Pay UNDER Liro ror SeconpARY Copper WHEN Base Srock 
Prick, PRIMARY PRICE AND FEDERAL INcoME Tax Rates ARE GIVEN AND Base Stock Is DEPLETED 


Replaced in the Replaced in Cur- 
Next Accounting 


Inventory Is Inventory Is Inventory Is 


Replaced in Cur- 


rent Accounting rent Accounting 


Period with Period with Period with 
Primary Copper Secondary Copper Primary Coppert 
$2.0000 $2 .0000 $2 .0000 
$ .1300 $ .1300 $ .1300 

—4 .7550* .4300 
$ .1300 $ .8850 $ .5600 
. 1300 1300 
$ .1300 $ .7550 $ .4300 
$1.8700 $1.2450 $1.5700 
$ .9724 $ .6474 $ .8164 
2.0000 $2 .0000 $2.0000 
.9724 .6474 .8164 
$1.0276 $1.3526 $1. 1836 
43 .7550 -4300 
$ .5976 $ .5976 $ .7536 


* See Formula (1) for the derivation of this limit price. 
{ Included for comparative purposes. 
squeeze that Lifo exerted on the small fab- 
ricators of copper and brass products. 
Copper producers can build up their Lifo 
“base stocks’”’ merely by increasing output 
or reducing shipments or by a combina- 
tion of both. The major, integrated pro- 
ducer-fabricators are in a like position. The 
result is obvious enough—it was the small 
fabricator employing Lifo valuation that 
had to go to the custom smelters during 
the months in question and pay a pre- 
mium price to build upits Lifo “‘base stock.” 
From another point of view, small fabri- 
cators were forced to pay premium prices 
for copper in order to permit producers 
and producer-fabricators to reduce their 
federal income tax liabilities. The alterna- 
tive for the small fabricator would have 
been Fifo valuation with its attendant 
higher reported earnings and larger income 
tax liabilities. In view of this, the pressure 
on the federal government to release metal 


from its stockpiles has certain ironic 
aspects. In any case, there is no doubt 
that the above was only one of the unin- 
tended consequences of the “elective” 
method of inventory valuation.” 


THE RELATION OF CONTINUING INFLA- 
TION TO LIFO VALUATION 


Table 1 has been prepared to show the 
relationship between the prices of primary 
and secondary copper on the assumption 
that the price of the former is maintained 


17 As evidence supporting the above, the Engineering 
and Mining Journal comments that “early in November 
there was widespread belief the greater amounts of cop- 
per coming out presaged even more in the near future. 
This lead (sic) to the expectation fabricators’ Lifo needs 
as well as working stocks would be met before the year 
end and that lower prices were in the offing. The Sep- 
tember inventory figures showed a rise in fabricator 
stocks to 334,996 short tons, up nearly 35,000 tons; this 
encouraged the idea. October inventory figures... 
showed another rise ... by about 19,000 tons. But in 
spite of this, many fabricators were again worried... . 
It became evident stocks were unevenly distributed.” 
(November, p. 69.) Italics supplied. 
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at forty-three cents a pound. It shows the 
limit (highest) price that a fabricator us- 
ing Lifo will be willing to pay for reproc- 
essed metal in order to maximize its cash 
residual. Any price less than $0.755 per 
pound that it pays for secondary copper 
will, of course, improve its liquidity by 
increasing this cash margin. In Table 1 
it is assumed that the company has de- 
pleted its Lifo base stock and that it is 
carrying this inventory on its books at 
thirteen cents a pound. A further assump- 
tion in this table is that primary copper is 
not available at the established price dur- 
ing the current accounting period and the 
fabricator has to go to a custom smelter 
to obtain secondary metal to build up its 
base stock. 

The above can be generalized by using 
algebra. Here, it is assumed that the firm 
has a choice of only two alternatives. (1) 
Because of the tight supply situation in 
the primary metal, the fabricator can not 
obtain that commodity during the current 
accounting period. However, it can place 
an order now for the delivery of primary 
copper in the next fiscal year at the estab- 
lished price of forty-three cents a pound. 
(2) The fabricator can, however, buy cop- 
per now at a premium price x in order 
either to equal or exceed the cash residual 
available under (1). Assuming that the 
federal income tax rate is fifty-two per 
cent and that the Lifo base stock is being 
carried at thirteen cents a pound, the 
formula will be the following: 


(1) 2=.43+.52(x—.13) 
=.755 


The fabricator must, for all practical 
purposes, replace its depleted base stock 
under alternative (2) by buying secondary 
copper from a custom smelter. If the com- 
pany is in a “state of involuntarily liqui- 
dated inventories” and does not replace the 
depleted portion of its base stock, subse- 
quently when this part of the inventory 


is built up to the desired level, it will have 
to be valued at forty-three cents a pound, 
If the price of copper continues upward, 
alternative (1) then results in a higher than 
necessary tax payment during the year 
under consideration. The same is true jf 
the price of copper remains stable. Hoy. 
ever, if copper prices and the prices of man. 
ufactured products go down, alternative (1) 
will cause smaller profits during years of 
lower prices, than if the depleted inven. 
tories had been replaced during the year 
of liquidation. 

Table 1 and Formula (1) indicate that 
firms which adopted Lifo when the price 
of copper was in the neighborhood of 
thirteen cents a pound were the most eager 
to build up their ‘base stocks’ on De 
cember 31, 1955. As suggested by the table, 
they were in a position to reduce federal 
income tax liabilities by as much as 15.6 
cents for each pound of copper they were 
able to obtain during the supply crisis. In 
general terms, the price a Lifo company is 
willing to pay for secondary copper to 
maintain its “base stock” is a function of 
(a) the spread between the price of copper 
on the date it adopted Lifo and the cur- 
rent price of the primary metal and (b) 
the federal income tax rate. This relation- 
ship is reinforced by the size of original 
base stock because a tax reduction of $312 
on one ton of copper is much less signif- 
cant in terms of liquidity than a reduction 
of $312,000 on a base stock of one thou- 
sand tons. 

If tax rates are assumed to be fixed, the 
limit price is determined by the spread be- 
tween the cost of the Lifo base stock and 
the current price of the primary metal. If 
the federal income tax rate goes up, the 
limit price will move up with it and if tax 
rate goes down, the limit price will go 
down. Presumably, corporations will en- 
deavor to maintain fairly constant, fiscal 
year end base stocks in view of the fact 
that Congress can change the tax rate at 
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any time and also because of the present 
policy of placing corporation income tax 
payments on a pay-as-you-go basis. 

The more study devoted to Table 1 and 
Formula (1), the more convincing becomes 
the argument that Lifo is much better 
adapted to an economy marked by ex- 
tremes of prosperity and depression (the 
kind of an economy in which we lived when 
Lifo became a permissible method of in- 
ventory valuation) than to our present 
economy which appears to be growing at 
arate very close to the limits imposed by 
available resources. They also suggest 
that inflation over time creates a situation 
in which the longer a corporation has been 
on Lifo, the more reluctant it is to deplete 
its inventories from the level that they 
were on the opening day of any given 
fiscal year. As the price trend continues 
upward the limit price will go up even if 
tax rates remain stable. But, even if tax 
rates are reduced, the limit price will still 
continue to increase as long as tax rate re- 
ductions are not enough to offset the in- 
crease in the price of primary copper. 

Ultimately the effect of Lifo is to force 
independent fabricators to the secondary 


markets to replace their depleted stocks. 
As the custom smelter price increases, it 


\ tends to react on the prices of fabricated 


parts as well as on the price of primary 
copper by driving them upward. Any in- 
crease in the price of electrolytic copper 
prices in turn makes even more imperative 
the artificial build up of inventory to the 
“base stock” amounts because of the in- 
creased tax reductions that become avail- 
able. 

The integrated copper producers need 
not furnish independent fabricators with 
copper until they have met their own 
fabricating and Lifo requirements. This 
emphasis on the inventory problems of the 
individual corporation is rather narrow 
and yet understandable in our society. Not 
only does this pose the question of the 
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social responsibilities of the individual 
firm, it also ties in to the responsibilities 
of industry and the pressures that are 
created by Lifo that are forcing many of 
the smaller companies into substituting 
aluminum for copper. It certainly results 
in a misdirected flow of investment into 
custom smeiting, as well as forcing undue 
expansion in the aluminum industry. If 
aluminum producers follow rational, long- 
run pricing policies, they will maintain the 
price of that metal at a level roughly sixty 
per cent of the price of primary copper in 
order to encourage the existing trend 
toward substitution. Once technology has 
been developed to the point that large 
scale substitution of aluminum for copper 
has occurred, the Lifo fetish will be nailed 
to the mast along with over-capacity of 
the copper producing industry. This, of 
course, provided that aluminum does not 
repeat the mistakes of the copper industry. 


SUMMARY 


In sum, under Lifo, inventories no 
longer perform the function of taking up 
the slack between production and sales., 
Rather, inventory management policies 
are determined in the main by the arti- 
ficial relationships developed above. The 
end result is a situation that accents, 
rather than mitigates, the undesired ef- 
fects of business fluctuations by creating 
inflationary pressures that would other- 
wise be absent. The expansion and con- 
traction stages of the inventory cycle are 
exaggerated, and inventory investment 
becomes an even more volatile component 
of private gross capital formation than 
it has been in the past. In the case of cop- 
per at least, the greater stability of re- 
ported earnings under Lifo does not appear 
to have resulted in the hoped for effect of 
reducing investment during the boom. 

Most industries that use Lifo do not 
have an institutional pricing structure and 
complete substitutability of product such 
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as that found in copper. However, in these 
other industries, Formula (1) can be em- 
ployed to determine the “grey” or “black” 
market price that a Lifo company can 
afford to pay for each unit of a commodity 
in order to improve its marginal cash posi- 
tion. For example, a steel company can use 
Formula (1), adjusted for smelt charges 
and technological factors, to arrive at the 
limit price that it can afford to pay for 
scrap. Or, if smelter capacity is not avail- 
able and the Lifo base stock is seriously de- 
pleted, Formula (1) can be used as a guide 
in determining the price to be paid for 
scrap metal to be used to build up a proc- 
essed metal inventory if permitted by 
the Bureau of Internal Revenue. 

Both Table 1 and Formula (1) are 
based on the simplifying assumption that 
the Lifo base stock is homogeneous in 
composition with respect to the cost of 
each unit of inventory. To the extent that 
the base stock has grown in quantity since 
the corporation adopted Lifo, inflationary 
pressures of the kind discussed above are 
lessened because these additional “layers” 
will, in all probability, carry a higher cost. 
However, there also exists the possibility 
that selling prices may be increased, espe- 
cially in periods just prior to statement 
dates, merely to protect the base stock 
when a period of full employment threat- 
ens to deplete such stocks. 

It should also be kept in mind that there 
is an upward pressure on prices during pe- 
riods of full employment regardless of the 
method of inventory valuation. However, 
when Lifo as it is presently interpreted by 
the Bureau is used, the effect is to force 
businessmen to build up “involuntarily 
liquidated inventories” despite the con- 
trary experience of World War II cited 
earlier. From this point of view, McAnly’s 
plea to permit a lowering of Lifo cost or 


market amendment is reinforced by the 
present findings.'® In other words, if there 
should be any considerable downswing in 
prices in the future, under the present 
interpretation of Lifo, the result would be 
to encourage excessive inventory disin. 
vestment just as it operates during periods 
of inflation to encourage excessive inven- 
tory accumulation. 

In closing, it should be pointed out that 
the present version of Lifo appears to add 
another element of inflationary instability 
to the economy. One conclusion that 
emerges from the above analysis is that 
although the desire of management to 
preserve the liquidity of one firm is per- 
fectly defensible, the attempt of all cor- 
porations in an industry to follow the same 
course simultaneously may act to negate 
the policy of the individual firm. To the 
extent that needed resources are stored 
rather than used, the whole economy suf- 
fers. This effect is further intensified by 
the fact that, in the present instance, most 
large producers and fabricators of copper 
close their books on the same date. The 
result is a “bunched” demand for the 
product to meet an artificial rather than a 
real need of the economy. As a result, the 
present version of Lifo in the copper in- 
dustry can hardly be considered as one 
of the anti-inflationary or anti-cyclical 
tools of the policy-maker,’® 


18 Loc. cit., p. 697. 

19 After this paper was completed, the administered 
price for electrolytic copper was raised to 46 cents 2 
pound, largely at the insistence of the Chilean govern- 
ment. However, by the end of April, 1956, the price 
of the secondary metal was below the price of the pr- 
mary metal, namely 45} cents a pound. The priceof the 
secondary metal hit a peak of 55% cents a pound in 
March, 1956, but declined precipitately from then until 
the end of April. “U.S. Producer Copper Price Becomes 
World’s Highest After Reductions in London and by 
Custom Smelters,” The Wall Street Journal, April 30, 
1956, p. 3. 
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NEEDED: MORE INFORMATIVE AND UNDER- 
STANDABLE FINANCIAL STATEMENTS 
FROM GOVERNMENTAL UNITS 


DELMER P. HYLTON 
Professor, Wake Forest College 


particularly in municipalities, has 
improved during the last two or 
three decades. During this period, the 
accrual basis has become accepted pro- 
cedure for handling most items of revenue 
and expenditure. Independent audits are 
more common than in earlier years. Ma- 
chine methods long accepted in industry 
have been adopted in the governmental 
field to improve internal control and ef- 
ficiency in accounting for operations. The 
more progressive municipalities have 
adopted, though belatedly, such common- 
place industrial practices as periodic inven- 
tories and monthly financial reports. 
Through the efforts of the National Com- 
mittee on Governmental Accounting and 
its predecessor groups, some degree of 
standardization of terminology and prac- 
tice has been attained. It is likely that the 
personnel now staffing the accounting of- 
fices of governmental units is superior in 
training and experience when compared 
with the staffs of earlier years. If the dem- 
ocratic goal of honest and efficient govern- 
ment is to be attained, progress along 
these lines is both necessary and desirable. 
In one important respect, progress seems 
to be lacking in the field of governmental 
accounting. The published reports of gov- 
emmmental units show little, if any, prog- 
tess over those which were published ear- 
lier. If publishing a report of some sort can 
be assumed to be better than no report at 
all, then progress has been made. But in 
form and content, the reports of munici- 
palities and similar governmental units 
leave much to be desired. 


; CCOUNTING in governmental units, and 


The typical report of a municipality is a 
lengthy, detailed, footnoted conglomera- 
tion of prose and figures. Page after page 
of tables, financial statements, charts and 
other data is the rule. Few accountants 
can draw basic conclusions from these 
statements without intense study, and to 
the typical nonaccountant-taxpayer, this 
type of report is so much gibberish. This is 
perhaps the most important defect in 
present-day governmental accounting; that 
the taxpayer, the “owner” of the govern- 
mental unit, cannot fathom the reports 
published by his employees. As a conse- 
quence, the average taxpayer must rely on 
hearsay or on political oratory for informa- 
tion with which to form his judgement of 
those who operate his government for him. 
It is unfortunate that neither of these 
methods is conducive to producing reliable 
information. 

Not many years ago, this same charge 
was levelled at many of the reports pub- 
lished by industrial firms. With the help 
of their auditors, many of these firms ex- 
perimented with the form and content of 
financial statements until they found bet- 
ter ways of communicating basic informa- 
tion to their stockholders. In general, the 
trend in these statements has been toward 
condensation and simplification, with the 
elimination of unimportant (to the stock- 
holder) and confusing details. Greater un- 
derstanding of industrial financial state- 
ments also has been helped by the account- 
ing training that many college graduates 
now receive. Investment houses and other 
institutions often publish data which at- 
tempt to explain corporate financial state- 
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ments in non-technical terms. But in un- 
derstanding the present type of govern- 
mental financial reports, general account- 
ing training is of little or no value. Nor can 
it be expected that those who understand 
governmental accounting in its present 
form will increase in any significant num- 
bers. 

Why are the typical financial reports 
of governmental units so voluminous and 
detailed? Basically, it is the division 
of the operations of such units into 
more-or-less independent legal and finan- 
cial entities that causes the prolific out- 
pouring of financial data. For purposes 
of financial control, it #s necessary to keep 
separate records for each fund, and reports 
showing the status of each fund are re- 
quired. But whether these individual re- 
ports are the ones which should be gen- 
erally distributed is another and different 
question. In industry, the financial re- 
ports given to management and to the 
board of directors are not the same as 
those which are published for the benefit 
of the stockholders. Can not the same type 
of reporting be applied to governmental 
units? 

Assuming that the problem in the above 
paragraph can be solved, there is still an- 
other bar to general understanding of gov- 
ernmental financial reports. Quite often 
the auditor’s report accompanying such 
statements as are now prepared refers to 
governmental accounting principles. If gov- 
ernmental units do in fact follow different 
principles than those used in industrial 
accounting, then little or no hope exists of 
making governmental statements widely 
read. An analysis of governmental ac- 
counting indicates that with only one ma- 
jor exception, the accounting principles 
followed, as distinguished from procedures, 
are in accordance with principles used in 
industrial accounting. This exception is in 
the recording of fixed assets and the de- 
preciation thereon. 


Most governmental units record fixed 
assets as expenditures in the year of pur. 
chase and do not set up the asset or record 
depreciation thereon. In other words, goy- 
ernmental units have not yet applied the 
accrual basis to fixed assets, although 
there are exceptions. The exceptions in. 
clude municipally-owned public utilities 
and other so-called self-supporting enter- 
prises within the governmental structure. 
It is interesting to note that funds of the 
working-capital class are referred to as self- 
supporting and that they do record depre- 
ciation as an expense. As a matter of fact, 
funds such as these are not self-support- 
ing. They are supported directly by taxa- 
tion, with other funds in the governmental 
unit contributing the appropriate share of 
the tax levy. Yet, these funds set up fixed 
assets and depreciate them. If all funds 
were to follow this procedure, it seems 
that we could achieve the most desirable 


goal of abolishing governmental principles, 


of accounting. Can this important step 
toward understandable financial reports 
from government be accomplished? 

So far as can be determined, the Na- 
tional Committee on Governmental Ac- 
counting does not contemplate changing 
the present policy of handling most fixed 
assets in governmental units. This com- 
mittee is primarily concerned with internal 
aspects of accounting in government, and 
it has been instrumental in improving ac- 
counting practice in this area. However, 
it seems to have become so aware of inter- 
nal problems that it is ignoring the prob- 
lem of supplying intelligible reports to tax- 
payers. 

Governmental accountants contend that 
setting up fixed assets and recording de- 
preciation thereon will serve no useful 
purpose; it is assumed there is no denial 
of the fact of depreciation. In spite of 
their assertion, it is believed that record- 
ing depreciation will serve useful purposes. 
One such purpose, that of making govern 
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mental financial statements understand- 
able, has been noted. The second purpose 
that will be served by recording deprecia- 
tion is that of computing the cost of gov- 
ernmental operations. From present re- 
ports, such a cost can seldom be computed. 
However, if depreciation is regularly re- 
corded, a statement can be prepared show- 
ing revenues received and costs of opera- 
tion for any given period. One form of 
statement of this type might be as follows: 


out here should perhaps contain a sentence 
similar to the following: ‘While the ac- 
companying statements are presented in 
consolidated form, proper distinction and 
segregation of funds has been maintained 
on the records of the City of Dopunk.” 

Consolidating procedures such as those 
that would be used to prepare the above 
report are usually frowned upon in gov- 
ernmental circles. This is in line with the 
legal distinction among the funds of the 


CITY OF DOPUNK 
Consolidated and Condensed ws aa of Revenues Received 
a 


Cost of Services Rendered 
For the Year 1955 


mditures (see schedule 2) 


Excess of Revenues over Total Expenditures........... 
Add: Revenues Invested in Capital Assets—1955....... 


Excess of Revenues over expenditures for current opera- 


Budget Actual 
$100,000 $98 , 500 
.. $70,000 $75,000 
.. 25,000 23 ,000 
95 ,000 98 ,000 
$ 5,000 500 
25 ,000 23 ,000 
$ 30,000 $23 , 500 
$ 10,000 $16 ,500 


Schedules (1) and (2) referred to above 
should be consolidated comparative state- 
ments of actual and budgeted revenues and 
expenditures, respectively. 

It is believed that the above statement, 
when accompanied by those recommended 
supplementary statements, is much su- 
perior to the type of report now commonly 
found in published governmental reports. 
The summarized information can be read 
and understood by one who has only a 
limited knowledge of general accounting; 
more detailed reports will still be available 
for submission to executive officers and 
legislative councils. The report of the in- 
dependent auditor which would accom- 
pany a statement similar to the one set 


governmental unit. That this distinction 
must be maintained on the records has 
been reiterated, but for reports to the 
public, such distinctions are obscure, 
usually unimportant, and always confus- 
ing. It is probable that the average citizen 
tends to view his local government as one 
operation, not as a series of disconnected 
enterprises. Thus, a consolidated report 
will be meaningful to him, and inciden- 
tally, reasonably correct in evaluating gov- 
ernmental operations. If desired, a con- 
solidated balance sheet can be prepared. 
The “equity” section of such a balance 
sheet should show separate fund balances, 
but is it of any particular significance to 
the average citizen that one fund owes an- 
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other $213.08? Reasonable care must be 
used in consolidating units, of course. Sub- 
divisions of government which are not sub- 
ject to the same central authority should 
not be consolidated even though they 
may coincide geographically. 

Problems will be created by conforming 
governmental accounting practices with 
good accounting theory, but none of them 
will be insoluble. Consolidating the records 
of the various funds likewise will offer 
technical problems, but the benefits of 
these two changes, including more lucid 
statements (and better accounting for 
governmental fixed assets), far outweigh 
any difficulties involved. Some may object 
to the result of the advocated procedures 
on the ground that the comparison of re- 
ceipts with costs in a given year is of no 
particular significance. This is as true for 
governmental units as for any other or- 
ganization; on the other hand, receipts 
must equal expenditures in the long run, 
and any persistent tendency of one ad- 
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ministration to coast along on the e. 
penditures of its predecessor should bh 
known. More than one new administra. 
tion has found itself in trouble because the 
preceding elective officials had allowed 


the physical equipment of the government fF 


to deteriorate. The information is not sup. 


plied by the reports now prepared by gov. ; 


ernmental units, nor in most cases can it 
be determined if it is desired. 


Perhaps it is significant that most of the FF 
recent improvements in governmental ac 


counting have tended to make the prac. 
tices therein conform more closely to those 
in industry. Although it is believed the 
procedures advocated here would cany 
this desirable trend one step further, thes 
changes would not disturb the segregation 
of funds or other necessary governmental 
accounting procedures. With _ thes 
changes, the financial statements pre 


sented should be more meaningful and un- } 


derstandable to that forgotten man, the 
taxpayer. 
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ASSOCIATE MEMBERSHIPS 


the numbers of new Associate Memberships are reported by schools. These include 


Fe the information of teaching members of the American Accounting Association, 


all applications processed by our Secretary’s Office during the period of August 27, 
1956 through October 16, 1956. 


Farleigh Dickinson College (26) 
Husson College (25) 


De Paul University 

Indiana State Teachers College 
Indiana University 

Michigan State University 

New York University 


Anderson College 

City College of New York 
Harvard University 

LaSalle Extension University 
Long Beach City College 
Macalester College 

North Texas State College 
Northwestern University 
Portland State College 


Akron University 

Alabama Polytechnic Institute 

American University 

Aquinas College 

Alabama State Teachers College 

Arkansas Polytechnic College 

Armstrong College 

Army Audit Agency 

American international College 

Baldwin-Wallace College 

Bentley School of Finance 

Bloomsburg State Teachers College 

Bradley University 

Brigham Young University 

Brooklyn College 

Bucknell University 

Central Michigan College 

College of St. Thomas 

Colorado College 

Cornell University 

Detroit Institute of Technology 

Drake University 

Eastern Nazarene College 

Elizabethtown College 

Elon College 

Emmanuel Missionary College 

Evansville College 

Flint Junior College 

Florida State University 

Franklin and Marshall College 

Golden Gate College 

Harding College 

Heald Business Colle 

Howard F, Greene School of Ac- 
counting 


Over 300 members 
John Carroll University (335) 


50-100 members 
University of North Carolina (92) 
25-50 members 
Laval University (42) 


10-25 members 


Northeastern University 

Notre Dame University 

University of California, Los Angeles 
University of Illinois 


5-10 members 


San Diego State College 
University of Alabama 
University of British Columbia 
University of California 
University of Cincinnati 
University of Colorado 
University of Denver 
University of Detroit 
University of Georgia 


Less than 5 members 


Tona College 

Immaculate Conception Seminary 
Ithaca College 

Kansas State College 

Lamar State College of Technology 
LaSalle College 

Long Island University 

Louisiana Polytechnic Institute 
Loyola University 

Marquette University 

Miami University (Ohio) 

Morton Junior College 

McGill University 

Northeast Louisiana State College 
Ohio State University 

Oklahoma A & M College 
Oklahoma Baptist University 
Oregon State College 
Pace College 

Pan American 
Pennsylvania State College 
Portland Extension Center 
Reid CPA Coaching 
Roosevelt College 

Russell Sage College 
Rutgers University 


St. Louis University 

San Bernardino Valley College 
San Jose State College 

Seton Hall University 

Siena 

Southern Illinois University 
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West Virginia University (25) 


University of Kansas City 
University of Michigan 
University of Oklahoma 
Virginia College 


University of Houston 
University of Kansas © 
University of Mississippi 
University of Nebraska 
University of Omaha 
University of Texas 
University of Wisconsin 
Washington & Lee University 


Southern Methodist University 
Stephen F. Austin State Teachers 
ollege 
Syracuse University 
Texas Christian University 
Texas Technological College 
Tulane University 
U. S. Air Force 
University of Arizona 
University of Bridgeport 
University of Dayton 
University of Kentucky 
University of Maryland 
University of Massachusetts 
University of Miami 
University of Minnesota 
University of New Mexico 
University of North Dakota 
University of Oregon 
University of Pennsylvania 
University of Pittsburgh 
University of Rochester 
University of San Francisco 
University of Southern California 
University of Tennessee 
University of Utah 
University of Virginia 
University of Washington 


Upsala College 
ake Forest College 


Wayne University 
William & Mary College 
Wisconsin State College 
Xavier University 


‘ 
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REPORTS TO TOP MANAGEMENT 


James Don EDWarpDs 
Associate Professor, Michigan State University 


ANAGEMENT REPORTS have tradi- 
Mena been considered an in- 

ternal problem for each individual 
firm. As a result, very little information 
concerning reports to top management has 
been available through exchange between 
industrial companies or organizations. 

The basic problem in top management 
accounting reports revolves around com- 
munication. In designing management re- 
ports, if the job is to be done right, the ac- 
countant must put himself in the position 
of the operating executive and determine 
what financial information is desirable 
and in what form it will be most useable. 
Thus each document must be a non-tech- 
nical message including views, informa- 
tion, trends, and an exchange of thoughts 
and opinions based on the performance 
record of the business. These reports 
should be considerate of responsibilities 
and limitations that confront manage- 
ment. Management is generally no better 
trained to read technical financial state- 
ments than the accountant is trained to 
read blueprints. 

The members of the Board of Directors, 
and the operating management of the func- 
tional operating divisions that form the 
operating and financial policies of the 
business, may not be trained accountants. 
Directors may be professional people or 
may be drawn from fields of activity out- 
side the normal operations of the enter- 
prise. On the other hand, the Board may 
be made up of functional operating execu- 
tives, sales, purchasing, finance, etc., 
within the enterprise. It is imperative that 
the reports for top management be de- 
signed in a particular company to meet 
the personal characteristics of the indi- 
viduals who will use them. The report 
which is useful to one group may be en- 
tirely unsatisfactory to another group of 
individuals operating a similar company. 
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The usefulness of management reports is 
dependent in part_on the personal taste of 
the individuals and individual preferences, 
but it is also dependent in part on the 
training and working habits of each group 
of individuals who may, in the past, have 
influenced the manner and the extent to 
which management personnel currently 
uses financial or other management re- 
ports. Of particular importance in top 
management reporting is whether the 
Board of Directors is active in policy mak- 
ing or is merely an honorary rubber stamp 
for the president. 

The lines of communication need to be 
clear and open between operating manage- 
ment and the Board. Not only should the 
financial and operating data be available 
to the Board of Directors, but the policy 
decisions made by this group as a result of 
the data given them should be clearly 
stated and available to the operating 
groups concerned. 

Some non-accounting questions, gen- 
erally, must be answered concerning the 
external economic activity before proper 
long-range management decisions can be 
made. In order to give the reports proper 
significance it may be desirable for man- 
agement to have some information con- 
cerning the general cyclical level of busi- 
ness. External data which may be pertinent 
includes information on the level of in- 
dustrial production, the supply of money, 
consumer spending, capital expenditure, 
population growth and geographical shifts, 
per capita income, military expenditures, 
unemployment, farm price support pro- 
gram, and the general psychology of the 
open market. The latter is probably the 
most subjective but it certainly has an ef- 
fect on the general economic activity of 
the nation. 

The basic reason for collecting such 
general economic information is to ascet- 
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tain the effect on the company’s activities, 
Of paramount importance to manage- 
ment is: what market is there for our cur- 
rent production? Then, will the current 
production have a market at current 
prices? These indicators of the short and 
long range production and market condi- 
tions have to be considered for effective 
operations. Ultimately this leads to the 
determination of one’s relative position in 
the market. 


INTERNAL ECONOMIC VIEWPOINT 


Once the company’s position in the 
market has been determined, it is the re- 
sponsibility of top management to deter- 
mine whether to attempt to maintain, ex- 
pand, or contract the company’s share of 
that market. Then questions arise as to 
what is the financial condition of the com- 
pany’s dealers and distributors, how is the 
current model of our production being re- 
ceived by the dealers and distributors, 
what about the levels of new and used in- 
ventories, anticipated demand with the 
introduction of new models, additional 
advertising to stimulate interest in new 
models, and finally are the distributors 
loyal to the company and willing to “push” 
the firm’s product? General economic 
factors should facilitate the decision-mak- 
ing process when management is expand- 
ing and correlating the internal data. 

When top management is concerned, a 
summary of internal data should consist 
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of a one-page bird’s eye view of the over-all 
operations of the business. The lower the 
level of management, the more detailed 
the operating data. In any case the view 
should be shown in such a manner that the 
person who is mot a trained accountant can 
comprehend the significance of the report. 
The report must cover the administration 
of the organization from the acquisition 
and conversion processes, in a manufactur- 
ing firm, through distribution activities, 
to the consumer. If the entire area is cov- 
ered properly, top management will see 
the wheels of production turning through 
the financial and statistical data. 


BASIC CRITERIA FOR REPORTS 
Narrative Comments 


Such a discussion should generally be 
limited to one page and should be varied in 
form and approach even from month to 
month within the same company. The 
effort, obviously, would be to break up 
the stereotyped pattern into which pe- 
riodic reports tend to fall and to make the 
report more informative and interesting 
to the readers. A good method of stimulat- 
ing interest would be to use an old news- 
paper practice of “headlining” significant 
trends. 

A clear and concise statement (Exhibit 
I) of what has been and is taking place 
should comprise the opening comments of 
the report. 


Exhibit I 
A BCCOMPANY 
August, 1955 

Highlights of Operating Results (Pro Forma) 

Eight Months 

August Ended August 

1955 1954 1955 1954 

Earnings subject to tax... 270 26 
Federal income taxes on income...............s005 145 14 


This month’s sales increased 58% above last year. 


$ 134 $ 12 
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Working Capital Increased 


Working capital (Net Current Assets) 
increased by $— after declaration of a 
dividend of $— in August, 1955. The 
operations for the month are analyzed as 
follows: 


For the month of August: 
Current Assets increased: 
Cash and temporary investments... $ 76,000 
Accounts receivable............... 75,000 


Current Liabilities increased........... 140, 
$134,000 


Trend Statements 


Secondly, the organization and content 
of the report should be based on the trend 
theme, and the trend concept should nor- 
mally not be changed because readers will 
have become accustomed to reading cer- 
tain basic data presented in a particular 
manner. The accounting executive prepar- 
ing the report should never presume an 
ability to interpret trends in terms of 
policy decisions. He must leave the deci- 
sion making to other executives, even 
though a number of very competent op- 
erating executives take little or no interest 
in the figures in the operating reports. On 
the other hand, there are those who take 
a keen interest in every figure, regardless 
of the size or significance of the number 
of digits given to them to make manage- 
ment decisions. 

It is to the statements contained in the 
monthly or annual report itself that the 
greatest attention must be directed, and 
evidence seems to indicate that this is the 
field in which the least progress has been 
made. The statistical and financial sum- 
inary of the month’s or year’s operating re- 
sults are presented there, and the picture 
can either be clear and sharp or completely 
out of focus to the executive, depending 
upon the manner in which it is handled. 


The success of any accounting executive 
is dependent in part on his ability to 
express his ideas and interpretations of 
the operating figures on his company in 
such a fashion that his management can 
understand them. 

Of course the accourtant knows and 
understands the financial data that may 
go into a monthly director’s or operating 
executive’s report. But the reports are 
being compiled for non-accountants, and 
therefore should be designed so that they 
will aid management in the progressive, 
constructive development of a mental 
picture of what has transpired (historical) 
and what is in the offing (future trends). 
The historical data are useful primarily to 
indicate the weak phases in present plans. 
In addition, indications of the future ac- 
tion are of paramount importance if the 
report is to be effective for top manage- 
ment policy decisions. 

Unfortunately, basic changes in man- 
agement report make-up and content occur 
when there is a change in top management 
personnel or when the company is under- 
going a major reorganization. In any 
revision, the continuity of comparison 
between months and years of operations 
should be kept without upsetting the long- 
run comparisons of the basic data. At the 
same time, flexibility should be maintained, 
and old data may require reworking to be 
put on a comparable basis. 


Statistical Data 


The method of presenting basic finan- 
cial trends should be given careful con- 
sideration. Reports to top management 
should not contain the detailed balanced 
and ruled figures of a bookkeeper. In 
most instances, trends are evident when 
thousands or millions are used. Actually, 
the significance of statistical data can 
very readily be lost when long numbers of 
digits are used such as $47,323,576.21. It 
would be meaningful, in many instances, 
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to give $47 millions in a trend report or in 
comparison with some other figure or 
figures. 

With simplified statistical information 
presented in trend form, significant changes 
in basic operations immediately become 
apparent; thus the objective of the com- 
pany can be gauged. The deviations from 
this objective, as shown in a visual pres- 
entation (a bar chart or graph) can 
indicate trends over several periods as 
well as a comparison with budgeted or 
standard costs. In a visual presentation 
the deviations become apparent in a 
manner which permits an immediate 
evaluation of the degree of change, the 
length of time in which it has been 
developing, and the desirability of taking 
action. 

Deviations in a visual presentation do 
not necessarily mean that action is 
desirable. At the same time, the weak 
phases should be “headlined” in the 
presentation’s title or in its body. The 
headlining will call the reader’s attention 
to significant variations from the planned 
objective. A method of headlining varia- 
tions might be through the use of startling 
words to attract attention to trouble 


spots. 
Readability 

In the final analysis, the report must be 
readable. For example, normally, one’s 
eyes travel faster vertically than they do 
horizonally. The physical construction on 
a vertical basis attempts to satisfy man- 
agement’s viewpoint that the report must 
permit ease of reading and comprehension. 
It must also convey a message to the 
reader in an objective manner. Once the 
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significant data are available, management 
can make decisions for the desired future 
action. In this same light, it should be kept 
in mind that the communication of data 
and ideas presents a problem of vocabu- 
lary. Management generally is not trained 
in accounting and does not understand 
accounting terminology. Therefore the 
financial data should be presented in a 
manner readily understandable by top 
management. 
Timeliness 

Timeliness is essential in a report to top 
management. Accounting precision should 
not be permitted to delay the reporting 
process. Extra effort should not be ex- 
pended in drawing pretty colored charts 
and graphs when the report is thereby de- 
layed. The accountant is frequently criti- 
cized for furnishing ‘‘too much, too late.” 
The builder of top management reports 
should keep in mind, at all times, that the 
report must be prompt. Historical in- 
formation may be useful, but in the final 
analysis, the report must not be held up 
because of accounting exactness. 


Brevity 

Brevity is no virtue of itself, but too 
often top management is given reams of 
non-digestible reports and figures. The 
operating management reports contain the 
detailed break-down of operating data 
which are available for further analysis or 
comparison. 

One final comment may be in order. In 
general, reports are built around men, not 
titles on an organization chart. The prac- 
tical organization should always be kept in 
mind. 
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PROFESSIONAL ACCOUNTING EXAMINATIONS 
IN GREAT BRITAIN* 


Ernest H. WEINWURM 
Associate Professor, De Paul University 


port on standards of education and 

experience for CPAs is bound to lead 
to a review of the present system of 
professional accounting examinations in 
the United States.’ A constructive evalua- 
tion of the present conditions as well as 
of proposals toward their modification 
shouid benefit from some familiarity 
with the methods used elsewhere to deal 
with similar though not identical situa- 
tions. 

Since the accounting profession in this 
country is a direct descendent of the 
earlier development in Great Britain, a 
brief description of the system of examina- 
tions in that country should make a useful 
contribution at this time. 

The principal characteristics of the 
British system may be summarized as 
follows: 

(a) A combination of the apprenticeship 
method and/or concurrent instruction 
primarily through correspondence courses. 
Two major examinations, one midway 
through the apprenticeship period, the 
other at its conclusion. 

(b) A variety of requirements and exami- 
nation methods since each of the major 
professional bodies sets its own rules and 
regulations for admission of new members. 


Prroe‘cr's of the long-awaited re- 


* The writer is indebted to the officers of the pro- 
fessional accounting organizations in Great Britain who 
gave valuable assistance in providing material, advice 
and explanations. Special thanks are due to Mr, 
Nicholas A. H. Stacey, an economist in industry and a 
Consulting Editor of The Cost Accountant who was kind 
enough to read several drafts of the manuscript with a 
view to eliminating errors of facts. However, full re- 
sponsibility remains with the writer for the statements 
contained in the article. 

1 Frank P. Smith and Samuel R. Hepworth, Stand- 
ards of Education and Experience for Certified Public 
Accountanis, Bureau of Business Research, University 
of Michigan, Ann Arbor, 1956, 
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The first part of the paper will describe 
briefly the several organizations which 
have developed their own examination 
program. These programs will be discussed 
in the second part. In conclusion, some 
suggestions will be offered with regard to 
the possible application of certain British 
concepts on the system prevailing in this 
country. 


THE EXAMINING ORGANIZATIONS 


There are seven organizations of pro- 
fessional accountants in Great Britain 
which conduct their own professional 
examinations as a pre-requisite for admis- 
sion to membership. Five of them are in 
the field which would be classified as 
public accounting in this country. The 
remaining two are concerned with special- 
ized accounting activities. 

The first group, in turn, divides itself 
into two parts. One includes the three 
Institutes of Chartered Accountants, 
namely, 

1. The Institute of Chartered Accountants in 

England and Wales* 
2. The Institute of Chartered Accountants in 
Scotland, and 


3. The Institute of Chartered Accountants in 
Treland. 


The other is represented by 


4, The Society of Incorporated Accountants 
and Auditors, and 

5. The Association of Certified and Corporate 
Accountants. 


The second group consists of 


6. The Institute of Cost and Works Account- 
ants, and 

7. The Institute of Municipal Treasurers and 
Accountants. 


* This organization is generally known as the English 
Institute. 
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Total membership of the five organiza- 
tions of public accountants was more than 
45,000 in 1955.* Almost 19,000 were mem- 
bers of the English Institute and nearly 
6,000 were members of the Scottish In- 
stitute. The Irish Institute had less than 
1,000 members. Membership of the Society 
of Incorporated Accountants and Auditors 
(known as the Society) was about 11,000 
and that of the Association of Certified and 
Corporate Accountants (known as the 
Association) approximated 9,500. Thus 
the three Institutes represent some sixty 
per cent of the total membership with more 
than forty per cent in the leading English 
Institute. 

The preponderant position of the In- 
stitutes within the profession is even 
greater than their share in total member- 
ship would indicate. A study made in 
1930 indicated that ninety per cent of the 
companies whose stock was traded on the 
London Stock Exchange were audited by 
members of the Institutes.‘ 

However, it is worth noting that no more 
than about fifty per cent of the members of 
the English Institute are engaged in public 
accountancy; in the other organizations 
the number is even smaller. Thus a 
majority of the members of the Institutes 
and an even larger number of the members 
of the other two recognized organizations 
are working in business and in public 
organizations including the nationalized 
industries. 

The peculiar feature of the Institutes is 
their rigid reliance on the apprenticeship 
system. A candidate for membership 
must serve for five years as an articled 
clerk with a member who is called the 


* David Solomons, “Accounting Education for New 
Responsibilities,” The Accountant, January 28 and Feb- 
tuary 4, 1956, p. 85. See also T. B. Robson, “Some 
Present-Day Aspects of Public Accountancy in the 
United Kingdom,” Betier Accounting Through Profes- 
sional Development, Papers Presented at the 6Sth An- 
oa Meeting of the American Institute of Accountants, 
* Solomons, of. cit. 
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principal (in Scotland, the master). In the 
past it was customary for principals to 
charge a premium (tuition fee) for the 
apprenticeship. This practice has been re- 
laxed in the post-war period and now 
clerks are often paid a nominal compensa- 
tion. No member of the English Institute 
may employ more than two articled 
clerks at any one time but a somewhat 
larger number is permitted in Scotland. 
These restrictions permit close supervision 
of the clerk’s work and his progress by the 
principal. 

The two other public accountants 
organizations have apprenticeship rules 
which are less stringent. Thus the Society 
of Incorporated Accountants and Auditors 
will accept six-year apprenticeship which 
was not arranged under formal articles 
and will also consider practice with 
accounting officers of municipal author- 
ities. While the English Institute insists 
on an apprenticeship with a member who 
practices in England or Wales, this re- 
striction is also waived by the Society. 

The Association of Certified and Cor- 
porate Accountants was formed through 
the merger of a number of smaller ac- 
counting groups. The Association accepts 
employment in industrial and commercial 
organizations in addition to apprentice- 
ship as a prerequisite of being accepted as 
a registered student and later on admitted 
to the examinations and to membership. 

Members of the five accountants or- 
ganizations are “recognized” as qualified 
auditors for publicly-owned companies in 
accordance with the Companies Act while 
non-members are required to furnish proof 
of their qualifications. This is their only 
formal advantage over practitioners who 
are not members of one of the recognized 
organizations. 

The Institute of Cost and Works 
Accountants is the professional and exam- 
ining body of the industrial accountants. 
It seeks to promote the study and adop- 
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of membership, Associate and Fellow, 
which are obtainable through examina- 
tions and proof of practical experience. 
Candidates for associate membership are 
required to become “registered” students. 
An age minimum of 16 is required. They 
must sit for the Intermediate Examina- 
tion within five years and for the Final 
Examination within eight years from the 
time of registration. To be admitted to 
associate membership, a registered student 
must be at least 21 years old, have passed 
the final examination, have a minimum of 
three years of practical experience and be 
engaged in industrial accounting work at 
the time of his application. The number of 
registered students was more than 12,000 
at the end of 1954. 

A candidate for the Fellowship Exami- 
nation must be at least 25 years old, be an 
associate of the Institute or a member of 
one of the other examining accountants 
organizations and have a minimum of 
three years of practical cost accounting 
experience. Individuals under 30 years of 
age are admitted as Fellows only in excep- 
tional cases. 

The idea of the ‘‘Fellowship in Manage- 
ment Accountancy’® resulted from the 
realization that there was a need for an 
independent recognition of competency in 
management accounting which, in turn, 
required a background knowledge and 
experience in cost accounting. The purpose 
of the fellowship program is to encourage 
professional accountants to acquire the 
prerequisites for discharging all functions 
of industrial and management accounting. 
This should meet with considerable inter- 
est in view of the fact mentioned above 
that a substantial majority among the 

5 The writer is indebted to Mr. Stanley J. D. Berger, 
Director of the Institute ef Cost and Works Account- 


ants, for valuable assistance in explaining the back- 
ground of the Fellowship program. 


tion of scientific methods in cost and works 
accountancy as a means of securing 
maximum efficiency. There are two classes 


members of the recognized accountants’ 
org.nizations are working in industry and 
commerce rather than in public ac. 
countancy. 

The Fellowship is open to 


(a) Associates of the Institute of Cost and 
Works Accountants who take the examina. 
tion in Management Accountancy and 
Company Law (which are not required in 
the examination for future associates) and 
present evidence of five years management 
accountancy experience 

Members of other recognized accountancy 
bodies who take the whole Fellowship 
Examination with the exception of Com- 
pany Law which they will already have 
passed as part of their own professional 
examination. 


(b 


w 


The number of candidates for the Fellow- 
ship Examination has been approximately 
100 annually, of whom less than 25 per 
cent received passing grades. The Institute 
of Cost and Works Accountants had al- 
most 4,700 members at the end of 1954; 
this represented an increase of some 75 
per cent in five years. 

The Institute of Municipal Treasurers 
and Accountants is the professional or- 
ganization of accountants in government 
agencies. There are also two classes of 
members, Associates and Fellows. An 
applicant for associate membership must 
be employed as an officer of a local or 
public authority in the finance or audit 
department and have passed the final 
examination. A Fellow must be chief 
financial officer cf such an authority and 
directly responsible to such agency for the 
performance of his duties. He must have 
been an associate member for at least five 
years. 

A candidate for the Intermediate Exami- 
nation must be at least 20 years old and 
have held a position in the finance depart- 
ment of a local authority for four years 
(two years for university graduates). After 
passing the examination, the candidate 
has to apply for admission to “Student- 
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ship” of the Institute within three months 
in order to be eligible for the Final Exami- 
nation. Members of the recognized ac- 
countants’ organizations as well as univer- 
sity graduates in Commerce, Economics 
and Administration are exempted from 
the Intermediate Examination. 

Membership of the Institute of Munic- 
ipal Treasurers and Accountants was over 
7,500 in 1955. 

THE APPRENTICESHIP SYSTEM 


The time-honored apprenticeship sys- 
tem is still the principal method of obtain- 
ing professional status, particularly in 
the recognized accounting organizations. 
It is normally combined with a schedule 
of correspondence courses as preparation 
for the required examinations. However, 
there have been a number of modifications 
of this system in the postwar period. 

The arguments against the apprentice- 
ship system have been ably presented by 
Professor Solomons.® He points out that 
the apprenticeship system was widely used 
in the past as preparation for the profes- 
sions but had been given up by all of them 
with the exception of the accountants. The 
work of the professional accountant has 
changed greatly over the years and a ma- 
jority of the members of the recognized 
organizations are no longer independent 
practitioners engaged in public accounting. 
A substantial number hold management 
positions and some have already risen to 
the top. This group will certainly increase 
still further. With the declining impor- 
tance of routine skills, a lengthy apprentice- 
ship should become a less effective method 
of training than heretofore. Even in in- 
dustry a large part of the apprenticeship 
training program has become a formal 
type of instruction. Practical experience 
as such is inadequate without supporting 
formal preparation. 

On the other hand, the correspondence 


* Solomons, of. cit. 
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course method is said to be inexpensive, 
does not interfere with the routine of 
office work, and permits each student to 
proceed at his own pace. The English 
Institute is the principal protagonist of 
the apprenticeship system. In a statement 
issued in 1951, its Council said: 

“A person cannot be a chartered accountant 
unless he knows how to do the work of his profes- 
sion and this knowledge can be acquired in one 


way and one way only—by learning as an ap- 
prentice under the guidance of others.”? 


Despite this defense of the traditional 
method, there have been some relaxations 
since 1945, when an agreement was 
reached between the “recognized” bodies 
and a number of universities whereby 
graduates of a special curriculum based 
on economics, accounting, and law would 
have to serve a three year apprenticeship 
only and would be exempted from the 
Intermediate Examination. The whole 
program could be completed in five and 
three-fourths years and thus would be only 
slightly longer than the traditional five 
year apprenticeship period. Under this 
combined program candidates sometimes 
serve some time in a practitioner’s office 
before beginning their university studies 
and also during university vacations.® 
Only about eight per cent of those 
entering as articled-clerks are now uni- 
versity graduates. One-half of them have 
degrees in which accounting is a major 
subject. According to a sample study 
made by Professor Solomons, about ten 
per cent of the new members of the 
English Institute are university grad- 
uates. He estimates the total recruitment 
of university graduates for the profession 
in England and Wales at some six per cent. 
Professor Solomons recommends that 
the present optional program of a three- 
7 Education and Training for Membership, a report 


by the Council of the Institute of Chartered Account- 
ants in England and Wales, as quoted by Solomons, op. 
cit 


'8 Robson, op. cit. 
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year university curriculum be made a 
general requirement to be followed by 
three years of practical training. However, 
two months of each of these training years 
should be spent on full-time practical 
study in suitable non-university training 
establishments and should be counted as 
part of the practical training period. The 
result would thus be three and a half years 
of study and two and a half years of 
practical training. At the end of the six 
year period the candidate would be per- 
mitted to sit for the final professional 
examination.’ 

In Scotland, and in the overseas areas 
of the Commonwealth, there has already 
developed a closer co-operation with the 
universities as part of the apprenticeship 
training. In Scotland and in South Africa, 
part-time attendance by articled-clerks 
at university classes has been required. 
The largest accounting organization in 
Australia accepts a university degree in 
lieu of the greater part of its examinations; 
the same is true in New Zealand.!° The 
method of co-operation with universities 
in Canada has been described recently in 
the Review." 

Another step in the same direction has 
been recommended by a Special Com- 
mittee of the Scottish Institute, in a report 
which was released in February 1946." It 
proposed an “academic year” (of nine 
months duration in accordance with the 
practice of the British universities) as a 


® For unfavorable criticism of Professor Solomons’ 
proposals see The Accountant, December 17, 1955, and 
The Cost Accountant, March 1956. 

10 Solomons, op. cit. 

See also R. J. Chambers, “Educational Policy—A 
Suggestion,” The Australian Accountant, February 1956, 
for a critical survey of the present training program for 
professional accountants with far-reaching suggestions 
for improvements. 

2 Gilbert R. Horne, “Professional Training for Ac- 
countants in Canada,” Tue Accountinc Review, 
January 1956. 

12 Examination and Training of Apprentices, Report 
of the Special Committee, The Institute of Chartered 
Accountants of Scotland. See also “The Institute of 
Chartered Accountants of Scotland—Preparation for 
Accountancy in Scotland,” Journal of Accountancy, 
July 1956 


substitute for the present on-the-jg) 
training at a university. The article. 
clerk would be granted a leave from th 
office during his academic year. He woul 
enroll in courses in economics, accounting 
and law. His university grades in econom. 
ics and law would be accepted by the Ih. 
stitute as part of his examination record, 

The Scottish Institute already conduets 
“tutorial classes’ in the cities wher 


universities are located. They are offered 


on Saturday mornings and on some eve. 
nings and thus do not interfere with office 
hours. Those apprentices who enroll in 
these classes are able to avoid the ob 
vious shortcomings of the correspondence 
courses. At present, the tutorial and uni- 
versity classes are taken concurrently. 
There would be no tutorial classes during 
the academic year and thus the study 
load could be spread out more evenly. 

A time-table for the tutorial classes 
suggested by the special committee pro- 
vides for the following courses:“ 


Year of Number 
A pprentice- Type of Courses of 
ship Hours 
First Year Arithmetic and Algebra 65 
Elementary Book-Keeping 39 
Second Year Accounting 39 
Taxation 26 
Auditing and Precis Writing 26 
Fourth Year Presentation of Accounts 78 
Taxation and Estate Duty 39 
Fifth Year | Advanced Accounting 39 
Auditing 39 
Cost and Management Ac- 39 
counting 
Investigations and Valua- 39 
tions 


THE STUDENT SOCIETIES 


These societies are still another sig- 
nificant feature of the professional train- 
ing of accountants in Great Britain.” Ac- 
tive membership in the student society is 
regarded as an important part of the 
articled-clerk’s education and _ student 
societies are established in all major cities. 
They arrange lectures, discussions, and 

3 Report of the Special Committee, op. cit., Ap 


pendix ITI, 
4 Robson, op. cit.; Solomons, op. cit. 
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debates on subjects of importance to the 
profession and related to the wider educa- 
tion of the future members. 

Many societies conduct residential 
courses of a week’s duration once or twice a 
year. There are also various social func- 
tions such as luncheons and dinners. 
These arrangements make students famil- 
iar with meeting procedures, and afford op- 
portunities for introducing them to lead- 
ing members of the profession who take 
an active interest in the societies’ affairs 
by presiding at the meetings or acting as 
speakers or lecturers. Societies also main- 
tain libraries and arrange visits for dem- 
onstration of equipment as well as to the 
stock exchanges and to industrial establish- 
ments. Sport arrangements are also fre- 
quent, with competitions among the 
societies. 

Students act as officers and committee 
chairmen of the societies but the president 
is usually a leading local practitioner. As 
Professor Solomons points out, the socie- 
ties accomplish a maximum of what is 
possible within the framework of the 
apprenticeship system. However, he says, 
this is not and cannot be enough to 
transform a scheme of professional train- 
ing into a system of professional educa- 
tion. 


THE PROFESSIONAL EXAMINATIONS 


The typical examination schedule is sim- 
ilar for all the examining organizations." 
Examinations are given in three stages: 


1. The preliminary examination 


This is an entrance test for admission 
as an articled-clerk or registered student. 
However, a majority of the candidates are 


exempt as graduates of various secondary 
schools. 


2. The intermediate examination 


It is usually taken midway during the 

* The report of the Scottish Institute proposes major 

ee of the traditional schedules which will be 
ow. 
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apprenticeship or study period. The follow- 
ing schedule of the English Institute is 
indicative of the scope of the examina- 
tion 


Hours 

1. Bookkeeping and Accounts, including 
limited companies, partnerships and execu- 
torships, but not consolidated accounts. ... 

. General Commercial Knowledge including 
Elements of English Law............... 
4. Taxation and Cost Accounting.......... 


Wh 
ow wo 


18 
The examination of the Institute of Cost 
and Works Accountants consists of two 
parts: 
Part I 


H 


. Industrial Evolution and Management... . 
. Economic Aspects of Industry and Com- 
. Commercial Practice, Office Management, 
. Bookkeeping and Accounts.............. 


Part II 


. Production Methods and Services........ 2 
. Cost Accountancy (Wages, Materials, 
Overhead, Methods, 2 hours each) 


He 


ne 


20 

The English Institute requires that the 
whole examination be taken at one time 
and a failing candidate must repeat it in 
full. Mr. Robson declares that the great 
majority of the candidates who make a 
really poor showing at this examination 
are unlikely ever to qualify. These can- 
didates are told that they are “bad 
failures.” This practice has greatly re- 
duced the number of those who try again. 
On the other hand, the examination of the 
Institute of Cost and Works Accountants 
may be taken as a whole or in two parts. 
Candidates, however, cannot sit for Part 
II unless they have passed Part I. 


3. The final examination 


It is the concluding stage of the appren- 
ticeship or study period. Again the English 
Institute requires that it has to be taken 

16 For a detailed comparison of examination schedules 


see: “Accounting Education—A Trial Balance,” 
Nicholas A. H. Stacey, Accountancy, June, 1955. 
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in one sitting while most other organiza- 
tions permit it to be taken in two parts. 

The following subjects are required for 
the Final Examination of the English 
Institute :!’ 


Hours 

1. Advanced Accounting. ................. 6 

2. Auditing, including investigations........ 3 

4, General Financial Knowledge and Cost Ac- 

21 


The examiners who prepare the question 
and also grade the papers are experienced 
members of the Institute. However, the 
passing standards are determined by other 
officials of the Institute. The over-all per- 
centage of successful candidates for the 
final examination is between 40 and 45 per 
cent but more than 50 per cent of those 
writing for the first time pass on the 
average. 

The Final Examination of the In- 
stitute of Cost and Works Accountants is 
also divided into two parts:!® 


Part A 
Hours 
1. Management—Factory and Distribution. . 2 
2. Advanced Accountancy incl. Income Tax. . 
3. Legal Aspects of Industry.............. 2 


Part B 
Advanced Cost Accountancy (Application 
of Costing Methods, Budgetary Control, 
Standard and Marginal Costing, Organiza- 
tion of the Cost Department, Interpreta- 
tion of cost data, variance analysis)....... 9 


The Fellowship Examination includes two 
additional subjects: 


Hours 
Management Accounting............... 3 


The Institute of Municipal Treasurers 


17 See “English Chartered Accountants Candidates 
Face Battery of Exams,” Robert L. Kane, Jr., Journal 
of Accountancy, May, 1953. 

18 The British Institute of Management offers a 
schedule of intermediate and final examinations similar 
to that of the Institute of Cost and Works Accountants. 
Certificates are awarded at the completion of each ex- 
amination. Membership in the Institute also requires 
evidence of practising experience and character. 


and Accountants schedules a 15 how 


Intermediate Examination and a 21 hou 
Final Examination. The following topics 
are required for the latter: 


Part A 
Hours 
1. Finance Paper (Local Government, Gas 
Industry, Health Service, Electricity Sup- 


3. Advanced Accountancy (Presentation and 
Interpretation, Organization of Records, 
3} 
4. Taxation and Rating (local taxes)........ 3 
Part B 
1. Law Paper (with the same subdivisions as 
3 
2. Banking and Public Finance............ 3 
23} 


The Report of the Special Committee of 
the Scottish Institute breaks new ground 
with its proposal to abolish the distinction 
between Intermediate and Final Examina- 
tion, and to introduce instead an annual 
examination in five parts as follows: 


Part I 
Hours 

1. Arithmetic and Algebra................. 3 
2. Elementary Bookkeeping............... 3 

Part II 
2 

Part 

Law and Economics at a university in con- 
nection with the academic year 

Part IV 
1. Presentation of Accounts............... 7 
2. Taxation and Estate Duty.............. 3} 

Part V 
Advanced 200005 3} 
34 
3. Cost and Management Accounting....... 3} 
4, Investigations and Valuations........... 3} 


Part I would have to be taken before Part 
II; a passing grade for the latter would 
be required before entering upon the 
academic year. Parts III and IV could 
be taken in any order and at any time 
after completing the work at the univer 
sity. Part V would require a passing grade 
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in Parts III and IV and could not be 
taken in the same calendar year as these 
two examinations. Part V could be taken 
during the last five months of the ap- 
prenticeship or later.!® 

A comparison of the subjects and time 
allowances of the Final Examination of the 
English Institute and the Uniform Certi- 


fed Public Accountants Examination 
should be interesting: 
CPA 
Examina- 


English tion 
Institute (November 


1955) 
Hours Hours 
3 
Accounting Practice.. ....... 9 
Theory of Accounts........... 34 
3 34 
Financial 
and Cost Accounting. . : 3 
21 193 


It appears that the scope of the English 
Institute examination is broader than 
that of the Certified Public Accountants 
examination which emphasizes accounting 
subjects. The latter examination includes 
taxes and cost, which are listed as separate 
subjects in the English Institute examina- 
tion. The greater amount of time given 
to law reflects the fact that Chartered 
Accountants are concerned with a number 
of matters which in this country are con- 
sidered prerogatives of the legal profession. 
The item of General Financial Knowledge 
has no equivalent in the Uniform Certified 
Public Accountants examination. How- 
ever some states do require an examination 
ineconomics. The proposed Scottish exam- 
ination schedule gives even more weight 
to the newer fields of interest to account- 
ants, 


CONCLUSIONS 


This review of the examinations for 
professional accountants in Great Britain 
indicates a trend which is similar to that in 


* Report of the Special Committee, op. cit. 
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this country, namely, an increasing em- 
phasis on academic training. There is still 
strong resistance, particularly by the 
English Institute, to an abandonment of 
the apprenticeship as the principal method 
of training; but it may be expected that 
ever greater use will be made of the op- 
portunities for substituting a university 
curriculum for a major part of the prac- 
tical training. Introduction of the academic 
year in Scotland, in conjunction with 
spreading the examination schedule over 
the whole training period, should make a 
significant contribution in the same direc- 
tion. Professor Solomons’ proposals are 
even more far reaching. 

The methods adopted in Great Britain 
should be of special interest to the profes- 
sion in this country. Undoubtedly, they 
will be given greater attention within 
the framework of professional training. 
Perhaps it will be possible to work out some 
kind of compromise between the British 
system of several types of professional 
examinations and the one used in this 
country which relies on a single uniform 
examination. 

Particular attention should be called to 
the Fellowship Examinations of the In- 
stitute of Cost and Works Accountants 
which attempt to provide special recogni- 
tion for superior proficiency in managerial 
accounting to those who are already prac- 
ticing members of one of the professional 
accounting organizations. The American 
Institute of Accountants which has re- 
cently been emphasizing the opportunities 
in the areas of managerial accounting and 
consulting work may consider it worth- 
while to look into the possibilities of this 
program offered by the Institute of Cost 
and Works Accountants. 

It appears that the problems facing the 
profession in Great Britain and in this 
country are similar in many ways. Thus 
closer co-operation toward finding a solu- 
tion for these problems and meeting new 
challenges should be mutually beneficial. 
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RIGHT OF OFFSET VS. PARTNERSHIP ACT 
IN WINDING-UP PROCESS 


STEPHEN A. ZEFF 


Instructor, University of Colorado 


nN the instalment collection and distri- 
bution of cash after dissolution of a 
partnership, the liquidator must abide 


I 


by the appropriate law, otherwise he may 
be liable to injured parties for the mis- 
appropriation of such cash. The liquidator 
will encounter claims from firm creditors 
and partners, as well as from persons claim- 
ing through creditors and partners. 


Accounting writers have for many 
years prescribed procedures designed to 
govern the liquidator’s actions in such a 
distribution. It is the opinion of this 
writer that the methods appertaining to 
the partners’ loans could be challenged 
from a legal standpoint. Furthermore, in 
certain instances the right of offset appears 
to be contrary to the intent of the Uniform 
Partnership Act (hereinafter called the 
Act). 

In all but 13 states' the manner of 
distribution of assets is governed by the 
Act, particularly Sections 18(a) and 
40(a-c): 

Section 18. Rules determining rights and 
duties of partners.—The rights and duties of the 
partners in relation to the partnership shall be de- 
termined, subject to any agreement between 
them, by the following rules: 

(a) Each partner shall be repaid his contribu- 
tions, whether by way of capital or advances to 
the partnership property and share equally in the 
profits and surplus remaining after all liabilities, 
including those to partners, are satisfied; and 
must contribute towards the losses, whether of 
capital or otherwise, sustained by the partnership 
according to his share in the profits. 

Section 40. Rules for distribution.—In settling 
accounts between the partners after dissolution, 


1 Alabama, Connecticut, Florida, Georgia, Iowa, 
Kansas, Louisiana, Maine, Mississippi, New Hampshire, 
North Dakota, Rhode Island, and Texas. Of the U. S. 
territories, only Alaska has adopted the Act. 


the following rules shall be observed, subject to 
any agreement to the contrary: 

(a) The assets of the partnership are: 

(I) The partnership property. 

(II) The contributions of the partners neces- 
sary for the payment of all liabilities specified in 
clause (b) of this paragraph. 

(b) The liabilities of the partnership shall rank 
in order of payment, as follows: 

(I) Those owing to creditors other than part- 
ners, 

(II) Those owing to partners other than for 
capital and profits, 

(III) Those owing to partners in respect of 
capital, 

(IV) Those owing to partners in respect of 
profits. 

(c) The assets shall be applied in order of their 
declaration in clause (a) of this paragraph to ¢’ 
satisfaction of the liabilities. 

It is universally agreed that the claims 
of outside partnership creditors, Section 
40(b)(I), are paramount to all others upon 
dissolution. The handling of partners 
bona fide loans to the partnership, 
40(b)(II), involves the right of offset, 
according to accounting writers.” Rather 
than distribute available cash to such 
partners (hereinafter called partner-credi- 
tors) immediately after the satisfaction of 
outside creditors’ claims, the right of offset 
delays payment until a time when the 
liquidator can determine the final status 

of the partners’ capital accounts. The 
loan balances are then used to bolster 
2 For instance, see Karrenbrock and Simons, 
vanced Accounting, Comprehensive Volume, p. ™; 
Finney and Miller, Principles of Accounting, A 
p. 49; Hatfield, Accounting, pp. 424-26; Johnson, At 
vanced Accounting, p. 29. For extended discussion, S# 
Moonitz and Staehling, Accounting, An Analysis of i 
Problems, pp. 82-86; Graham and Katz, Accouniang 
Law Practice, pp. 116-22; Curry, “Order of Distribt- 
tion to Partners Under the Uniform Partnership Act, 
23 Rocky Mountain Low Review 331; Lund, “Status 


Partners’ Loan Accounts in Partnership Dissolution," 
AccounTInc REvieEw, Sept., 1933, pp. 252-54. 
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capital accounts so that the latter can 
more easily absorb any losses incurred in 
the sales of partnership assets. The right 


Other 
Assets 
Assume total loss on other assets ...... ($50,000) 


of offset, therefore, combines partners’ 
loans with their capital accounts, implying 
that 40(b)(II) and (III) should also be 
combined. Proponents of the right of offset 
hold that the liquidator acts as a fiduciary 
to the surviving partners during the 
winding up. He should therefore protect 
their interests. If cash were distributed 
to a partner-creditor in strict adherence to 
the Act and later it was found that the 
partner-creditor owed the partnership by 
way of contribution a sum which he then 
could not pay, the remaining partners 
would have to write off the bad debt. By 
retaining the amount owed to the partner- 
creditor, the liquidator affords the other 
partners with a measure of security against 
this occurrence. For the most part, ac- 
counting writers have been wholly in 
support of the right of offset in all cases 
where a partner-creditor exists. 

This writer agrees that offset is a 
desirable procedure in many instances, 


| but users must recognize its limitations in 


light of the doctrine of “marshaling of 
assets.” If the partner-creditor is per- 
sonally insolvent, for example, offset would 
be inequitable under this doctrine. An 
illustration should prove this point. 
Liquidator ZL has paid all outside 
creditors and still has $5,000 cash and 
$50,000 of other assets. A has a loan 
balance of $5,000 and a capital balance 
of $20,000. B has a $30,000 capital balance. 
Losses are shared equally. A is personally 
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insolvent and owes 7, a personal creditor, 
$5,000. Accounting writers would have L 
proceed as follows: 


Cash A, Loan A B 
$5,000 $5,000 $20,000 $30,000 
($25,000) ($25 ,000) 
($ 5,000) $ 5,000 
($5 ,000) $ 5,000 
($5,000) ($ 5,000) 


Had L immediately paid the $5,000 cash to 
A, because of A’s loan, A could have paid 
T. Instead, if the other assets do prove 
to be worthless, A will get nothing, despite 
his priority over B’s capital claim. Does 
B have a claim to the $5,000 which is 
paramount to 7Z’s? That is, does the 
partner have a greater right to the $5,000 
than does the creditor of an insolvent 
partner-creditor? The answer can be 
found by following the steps set forth in 
the Act, as follows. 

Suppose Z had paid A in accordance 
with clause (b). In fairness to B, A held 
the $5,000 pending final determination 
of the partners’ capital status. Assume 
that the $50,000 of other assets became 
completely worthless and A owed the 
partnership $5,000 by way of contribution. 
Both T and B sued A for their claims. 
Under 40(i)—marshaling of assets— T 
would clearly win. 


(i) Where a partner has become bankrupt or 
his estate is insolvent the claims against his 
separate property shall rank in the following 
order: 

(I) Those owing to separate creditors, 

(II) Those owing to partnership creditors, 

(III) Those owing to partners by way of con- 
tribution. 


When the outside partnership creditors 
were paid, A’s claim matured; legally, he 
then had a valid claim against the partner- 
ship. It was his asset, part of his “sepa- 
rate property.” The well-recognized doc- 
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trine of marshaling of assets would give 
the cash to the personal creditor. Here, 
offset would work an injustice to the 
personal creditor, since the liquidator’s 
retention of the $5,000 would preclude T 
from enforcing his claim, except by 
court action. 

Where personal creditors of a partner- 
creditor have resort to other assets, i.e., 
the partner-creditor is not insolvent, 
offset appears to be an equitable ap- 
proach. 

Accounting writers have neglected to 
note that courts have not ruled on the 
validity of the right of offset as applied to 
the winding up of a partnership. After 
conducting an extensive study of cases 
brought before state courts under the 
Act, this writer has been unable to find 
one decision which either supports or re- 
jects the right of offset. It is not known, 
therefore, whether courts will countenance 


offset under the Act. Consequently, in 
order to protect himself, a liquidator 
should turn to the courts when his applica. 
tion of offset is challenged. If a liquidator, 
so challenged, persists in offsetting a loan 
balance, a subsequent court decision r 
jecting the use of offset could conceivably 
subject the liquidator to personal liability 
for the misappropriation of funds. 

In conclusion, this writer believes that 


accounting writers should apprize readers 


that (1) offset as used in partnership wind- 


ing up has not been ruled upon by the f 
courts, and (2) offset should not be em- f 
ployed when the partner-creditor’s estate F 
is insolvent. Until offset is recognized by f 


the courts, liquidators should (1) obtain f . 


the approval of the parties before using 


offset, and (2) seek court intervention to — . 


declare the rights of the parties when the 
use of offset is challenged. 
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FUNDS STATEMENT PRACTICES OF CERTIFIED 
PUBLIC ACCOUNTING FIRMS 


Jack J. KEMPNER 
Associate Professor, Montana State University 


LTHOUGH the precise beginnings of the 
balance sheet and income state- 
ments are lost in the antiquity of 

renaissance bookkeeping, the original con- 
cept of the statement of application of 
funds can be reliably traced to William 
Morse Cole. Almost fifty years have 


| elapsed since Professor Cole first sub- 
| mitted his ‘“Where-got,” ‘Where-gone” 


statement and until quite recently, very 


| little use has been made of such a report 
| in practice. Part of the delay may be 


attributed to Cole’s ambiguity in describ- 
ing his statement, a typical passage of 


| which is quoted below: 


What we are tabulating is not the things got 
and the things spent, but the sources and destina- 
tions of the getting and the spending. In our table, 


| the expression, ‘Accounts payable +$20,000,” 
| under “Where got,” means not that accounts 


payable were got, but that this item explains 


| whence some of the things in the other column 


were got. The columns might have been named 
“What given” and, “What got”—the former be- 
ing equivalent to “Where got;” but the plan would 
have been confusing .. . ! 


Posterity can at least be grateful that 
Mr. Cole tried to avoid confusion! Further 
evidence that the funds statement was still 
largely misunderstood even during the 
decade of the twenties is gained from a 
comment by C. E. Freeman. The latter 
complained of the complexity of the state- 
ment adding that he had been in practice 
for twenty-four years but had never sub- 
mitted such a statement. “‘. . . and has so 
avoided it that he (Freeman) would not 
expect the average client to understand 
it.” Fortunately, repeated exposure in the 


. Cole, W. M., Accounts—Their Construction and In- 
— (Boston: Houghton Mifflin Company, 1908), 


* Freeman, C. E., “Statement of Funds,” Journal o 
Accountancy, October, 1925, p. 307. 
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preparation and interpretation of funds 
statements since 1925 has helped to erase 
the false impression that these reports 
were unduly complex. 

Perhaps the eventual growth in funds 
statement usage was inevitable due to 
the discrepancy that often exists between 
reported profits and available funds and 
to the recognition that working capital is 
the circulatory system of a_ business 
organization, with its preservation a 
primary concern to management. Re- 
ported profits may be repeatedly high but 
if the major portion of the funds derived 
from such sources is disbursed in large 
dividend payments or heavy investment 
of plant facilities, the excess of total cur- 
rent assets over total current liabilities may 
become dangerously thin. No amount of 
analysis of the income statement will signal 
approaching difficulty, although compara- 
tive balance sheets, if reviewed carefully, 
will reveal a diminishing supply of working 
funds. The funds statement however, goes 
a step beyond the comparative balance 
sheet by clearly showing, not only the 
changes in working capital, but how these 
changes came about. 

In recent years, particularly since 
World War II, this growth in funds state- 
ment usage has become quite noticeable. 
Ten years ago Professor Scovill found it 
necessary to complain that the funds state- 
ment, when used in an auditor’s report, was 
given a minor position and was conse- 
quently being ignored by management.’ 
A casual review of audit and corporate 
stockholder reports will reveal that this 
comment is no longer true since the ac- 
counting profession has finally begun to 


* Scovill, H. T., “Application of Funds Made Practi- 
cal,” AccounTING Review, January, 1944, p. 20. 
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emphasize fund accountability as well as 
income determination. 


SURVEY OF FUNDS STATEMENTS 
PRACTICES 


In order to learn the extent to which 
the accounting profession has adopted the 
statement of application of funds in cur- 
rent practice, a survey was made of all the 
national and many of the large local 
certified public accounting firms through- 
out the country.‘ Written questionnaires 
were first field tested in the Columbus, 
Ohio area and then mailed to 152 ac- 
counting firms. 

Since many of the branch offices of the 
national firms adopt varying policies to fit 
the needs of their particular area, duplicate 
questionnaires were mailed to offices on the 
East and West Coasts as well as the Mid- 
west. Large local firms were chosen from 
the 1954-55 membership lists of the 
American Institute of Accountants. Only 
those firms containing four or more 
partners in cities of over one hundred 
thousand population were included in the 
survey. Aside from the size of the firm, 
the decision as to which ones to include 
was based upon geographical distribu- 
tion. 

The questionnaire was divided into four 
major sections to determine: 

1. The extent to which the statement is 

used. 

2. The attitude and degree of accept- 
ance of the funds statement by the 
client. 

3. The form of statement submitted. 

4. The manner of preparation. 

Respondents were assured that all 
answers would remain confidential and 


« The survey was conducted under the auspices of the 
Bureau of Business Research of The Ohio State Univer- 
sity. Professor Viva Boothe, Director of the Bureau, 
offered valuable suggestions and comments, and Profes- 
sor James C. Yocum furnished considerable professional 
and technical assistance which aided immeasurably in 
the successful completion of the survey. 


The Accounting Review 


anonymous. There were 90 replies out of, 
total of 152 questionnaires, resulting in , } 
return of 59 per cent. In view of the high 
percentage of replies from a mail ques 
tionnaire of this sort, it is believed that the 

degree of reliability is quite high Suc 
belief is further strengthened by the fact 
that 15 replies were received out of a § 
total of 22 questionnaires submitted 
the national accounting firms; a return of f 
68 per cent. With the exception of one of F 
the smaller national firms, responses wer — 
obtained from at least one office from each 
of the others. Since these firms audit the 
vast majority of the large corporations in 
the country, their opinions and practices 
are often indicative of the profession’ f 
attitude. 


USE OF THE STATEMENT OF FUNDS 


Respondents were first asked to indicate 
the frequency with which they include. 
statement in their audit reports. Befor 
reviewing the results of this question, itis 
necessary to draw a distinction between 
the national and local firms. The former 
advised that only the short-form audit 
report was usually submitted to their large 
clients, and these did not ordinarily con 
tain a funds statement. A typical comment 
from one of the national firms revealed 
that 
... ina very large portion of our practice no long § 
form report is prepared, and in fact, where tht F 
statement of application of funds is used in tht 
stockholders’ report, it is often not included in 
our certification as such. This will account, | j 
think, for the low percentage of use noted it [ 
Item 1. 


There is the obvious implication that the 
large corporations maintain their ow 


accounting staffs who are qualified 
prepare their own funds statements fof unle 
ial The national firms > {mt 
managerial purposes. The nation Miscell 
therefore predicated their answers to this . 


first question primarily on the basis of tht 
long-form audit reports submitted 
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TABLE 1 


PROPORTION OF FIRM’S AUDIT REPORTS THAT 
INCLUDE A FUNDS STATEMENT 


Funds Statement Practices 


Per Cent Today Ten Years Ago 
of Reports 
udin + 
Per Cent Per Cent 
Statement 
0 i 1.2% 4 5.0% 
19 23.8% 
11-20 7 8.1% 6 7.4% 
1-302 2 10 12.5% 
31-40 1 1.2% 2 2.5% 
1-50 11 «12.8% 13 16.3% 
1-600 7.0% 3 3.71% 
61-70 1 12% 3 3. 1% 
1-80 13 15.1% 8 10. 
g1-90 23 26.7 7 8.8% 
91-100 11 12.8% 5 6.3% 
Totals 86 100% 80 100% 


smaller clients. Local firms did not com- 
ment as to their use of either the long- or 
short-form report since the major portion 
of their work is probably submitted in the 
long-form. 

Specifically, respondents were asked to 
designate by percentages the approximate 
proportion of their firm’s audit reports 
that included a statement of application 
of funds today, and ten years ago. Table 1 
isa frequency table arranged to show how 
many firms included a funds statement in 
their reports today as compared to ten 
years ago. 
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It is evident that ten years ago fewer 
accounting firms were including a funds 
statement in their audit reports. At that 
time 39 firms or almost 50 per cent indi- 
cated that they included a funds state- 
ment in less than one third of their reports. 
On the other hand, 47 firms (slightly more 
than 50 per cent), reported that today, 
two out of three of their audit reports 
contain such a statement. If the trend 
is to continue, it is reasonable to expect 
that funds statements may soon appear 
in the great majority of long-form audit 
reports submitted to clients. 

Respondents were then asked to indi- 
cate current practice in including or 
omitting funds statements based upon the 
size of their clients. Clients were broken 
down into three groups: large, medium 
and small, corresponding to total assets 
of over $10 million; $2.5 to $10 million; 
and under $2.5 million respectively. It was 
realized that a firm’s policy would vary 
somewhat with each individual client 
so that they were asked to check the one 
statement that best characterized their 
policy. These results are tabulated in Ta- 
ble 2. 

Most firms seem to include the funds 
statement in their audit reports as a matter 
of regular policy and very little difference 
is evident between the various size groups. 


TABLE 2 
Frem PRACTICES IN INCLUDING OR OmITTING Funps STATEMENTS IN AUDIT REPORTS 


Client Size Group 
Large Medium Small 
No. of No. of No. of 
Firms 7% Firms 7% Firms % 
Normally include.................... 49 72.0% 63 78.8% 54 69.2% 
Urge client to adopt but do not include 
unless client agrees................ 6 8.8% 8 10.0% 12 15.4% 
Omit unless client requests........... 11 16.2% 8 10.0% 11 14.1% 
SS ee 2 3.0% 1 1.2% 1 1.3% 
68 100% 80 100% 78 100% 


* Refers to firms which included the statement if clients considered it valuable. 


= 
i= 
| | 
| 
| 
] 


74 The Accounting Review 


A comment from one of the respondents 
indicated that 


We have experienced no difficulty with clients 
regarding whether or not a Fund Statement 
should be part of our report. In fact, in most in- 
stances, the Fund Statement is furnished as a 
matter of course and over the years, our clients 
have come to look upon it as a very important 
statement. 


Although the larger corporations seldom 
request a long-form report, when such a 
report is submitted it apparently contains 
a funds statement along with the other 
analytical data. 


FUNCTIONS OF THE FUNDS STATEMENT 


Table 3 summarizes the practitioners’ 
opinion with respect to the functions of the 
funds statement as a means of analyzing 
changes in a company’s financial posi- 
tion. 

Almost 40 per cent of the firms replying 
believed that a corporation’s change in 
working capital position was the most valu- 
able function of the funds statement. How- 
ever, only slightly fewer, 32 per cent, 
considered the sources from which funds 
were obtained to be the most important 


factor. The reader will observe that al. 
though the funds statement often bears 
the title of “changes in working capital,” 
less than half of the respondents chose 
it as “The most valuable” factor. No 
particular “Valuable” factor seems to 
stand out; most of them being fairly well 
distributed among all the functions. From 
a somewhat negative standpoint, quite a 
number of the reporting firms, 41 per cent, 
believed that the proportion of funds 
disbursed as dividends was worth only 
minor consideration. 


FUNDS STATEMENT STATUS 


The location of the funds statement in 
published corporate annual reports varies 
from its inclusion with the primary finan- 
cial statements to its appearance anywhere 
in the president’s letter. Since audit re- 
ports are almost never published, account- 
ing firms were requested to indicate the 
status they gave the statement in their 
long-form reports. These results are tabu- 
lated in Table 4. 

It is obvious that very few of the funds 
statements are accorded equal status with 
the primary exhibits, and that most of 
them are submitted in the text of the re- 


TABLE 3 
FUNCTIONS OF THE Funps STATEMENT AS AN ANALYTICAL DEVICE 


The Most* P 
Valuable Minor Value 
Funds Statement Shows: Valuable 
No. % No. % No. % 
Changes in working capital position......... 32 39.5% 43 16.3% 7 7.71% 
Chief source from which funds were obtained, 

i.e., profits, borrowings, investment of owners 26 32.1% 48 18.1% + 4.4% 
Proportion of funds applied to plant additions... — _ 55 20.2% 14 15.4% 
Proportion of funds disbursed as dividends. .... — — 29 10.9% 38 41.8% 
Determination of functions and use of profits... 11 13.6% 50 18.9% 12 13.2% 
Indication of progress of general financial 

strength or weakness of the company...... 11 13.6% 40 15.2% 16 17.5% 


* Respondents were requested to check only one function in the first column, but as many as they wished in the 


last two columns. 


t One firm considered the “Use of funds made available” as the most valuable function. Another firm considered 
a valuable function to be one that “Aids understanding of readers not trained in accounting.” 
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al. TABLE 4 
ears LOCATION OF THE FuNDS STATEMENT IN THE LONG-ForM REPORT 
al,” 

hose Some Per Cent 

No 
. t One of the major financial exhibits on an equal status with the balance sheet and in- 
well A supplementary schedule immediately following the major exhibits............... 23 26.0 
‘rom A minor schedule appearing in the text of the report................sceeeeeeeeees 50 56.7% 
te a 88 100% 
ent, 
inds 


only port. Many of the firms which located the Client Acceptance 


statement in the text objected to the use Attitude. Accounting firms were further 
of the words “minor schedule” in connec- asked to express their views with respect 


tion with this category. Their comments to the attitude of their clients toward this 
emphatically stressed that they did not 


it in . ’ statement. Results in Table 5 were again 
aries consider it a minor schedule even though p,oken down into large, medium and 
nan. | it appeared in the text. A few of these mail companies in the belief that client 
here comments follow: attitude might vary in accordance with 
t Te. We place the statement in the text of our report the size of the company. 
unt- under Comments Respecting Financial Position, Most companies, regardless of size, seem 
the } ‘ince we feel that generally the text of an audit +, a -cent the statement after its value has 
heir report is an important section of the report. Th ehout 
' Credit grantors too are interested in the com- xpiained to them. 1 hey are all abou 
abu- ments, as well as in the statements themselves. equally divided between those which en- 
A major schedule appearing at this beginning thusiastically accept the statement or those 
inds of the text. ‘ which are agreeable to it. An accurate de- 
with gree of enthusiasm is perhaps difficult to 
tof a a eee determine so that it may be more realistic 


 Te- Regardless of where the funds'statement to conclude that the majority of com- 
_ is located in the report, it is evident that panies are willing to accept the statement 
‘ practitioners consider the statement an after it has been prepared by their audi- 


important one. tors. It will be noted that a higher per- 

TABLE 5 
Curent ATrirupE TOWARD THE FuNps STATEMENT 
1% Client Sise Group 
a Large Medium Small 
y/; No. of No. of No. of 
1% Firms % Firms % Firms % 
1% Specifically requests its inclusion in report.... 9 14.5% 5 6.2% 4 4.7% 
- Enthusiastically accept it after you have ex- 
— 5000000000 000000 18 29.0% 27 33.8% 33 39.3% 
1% Agreeable to its inclusion after you have ex- 
18 29.0% 38 47.5% 31 36.9% 
15 24.2% 9 11.3% 16 19.1% 

Specifically request its omission............. 2 3.3% 1 1.2% _ a= 
Jered 

62 100% 80 100% S4 100% 
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TABLE 6 
FREQUENCY WITH WHICH CLIENTS PREPARE Own Funns STATEMENTS 


Client Size Group 
Per Cent : 
Preparing Own Large Medium Small 
Statement 4 
No. of No. of No. of 
Firms % Firms % Firms % 
0 20 37.1% 31 49.2% 42 63.79 
1-25 12 22.2% i 17.5% 22 33.3% 
25-50 2 3.7% 16 25.4% 2 3.0 
51-75 4 7.4% 5 7.9% 
Totals 54 100% 63 100% 66 100% 


centage of large companies are indifferent 
to the funds statement, a factor which 
may be attributed to the ability of their 
own accountants to prepare such a report 
when necessary. 


Number of clients preparing own statement 


Table 6 contains a frequency analysis of 
those corporations which ordinarily pre- 
pare their own funds statements. Account- 
ing firms were asked to report, by size 
groups, the approximate proportion of cli- 
ents which prepared their own funds state- 
ments. 

It was probably very difficult for many 
accounting firms to determine, even ap- 
proximately, the proportion of their clients 
which prepared their own statements. For 
that reason, several respondents were not 
able to answer this question, and the relia- 
bility of those who did reply is probably 
not too high. Nevertheless the results 
imply that the large companies lead in the 
preparation of their own statements, due 
no doubt to the retention of trained ac- 
counting personnel on their permanent 
staffs. One of the firms elaborated on this 
very point. “I call your attention to my 
answer to Item 6 (Table 6) which indicates 
that most of our large clients prepare such 
statements in one form or another for their 
own use.” 


Client comprehension of the funds statement 


Certain aspects of the funds statement 


are thought to be somewhat confusing to 
the average businessman. Several writers 
in accounting literature have stressed this 
factor and have introduced so-called sim- 
plified statements in an effort to eliminate 
these misconceptions. For instance, criti- 
cism against the practice of adding back 
depreciation to net profits has received 
particular attention. The results outlined 
in Table 7 seem to contradict the impres- 
sion that clients experience considerable 
difficulty in understanding the deprecia- 
tion “‘add-back,” since 63 per cent experi- 
ence no difficulty with this standard treat- 
ment. In personal conversations with 
several practicing accountants, the author 
learned that most businessmen are no 
longer troubled with the “mystery” of 
depreciation. It is the practitioners’ con- 
sensus that the immediate tax advantages 
of fast write-offs under certificates of 
necessity, and accelerated methods of de- 
preciation under the 1954 code have served 
to familiarize most corporate executives 
with the entire subject. 

Distinguishing between cash and funds 
appears to cause the greatest amount of 
difficulty, and it is in this area that more 
education is probably needed. However, 
as more and more funds statements are 
submitted, clarification of the ‘“cash— 
fund” distinction may be expected. 

Concerning the supposed difficulty of 
the funds statement as a whole, it may be 
of interest to quote a reply from one of the 
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TABLE 7 


Drericutty oF Funps STATEMENT COMPREHENSION 


That Depreciation, etc., 


The Concept of the Are Non-Fund Charges iat ea 
“Flow of Funds” and Must be Handled Th 
Degree of Difficulty in General Differently than Other 
Expenses 
No. % No % No % 
10.3% 8 9 21 25.0% 
Slight difficulty......... 30 34.5% 25 28.1% 34 40.5% 
55.2% 56 62.9% 29 34.5% 
ey 87 100% 89 100% 84 100% 


respondents. ‘“Many small clients cannot 
understand, completely, a balance sheet 
and income statement. A statement of ap- 
plication of funds usually ties the two to- 
gether and is much appreciated.”’ 


TYPE OF STATEMENT 


Accounting firms were requested to 
itemize the various types of statements 
they prepared with respect to the time 
; period covered, Table 8; amount of detail, 
Table 9; fund change emphasis, Table 10; 
and mechanical form, Table 11. 

Concerning the period of time covered 
by the funds statement, almost every firm 
follows the practice of preparing annual 
reports. Statements for periods of less than 
one year are apparently not prepared as a 
matter of normal routine, but only under 
certain conditions. Despite the value of 
comparative and cumulative statements 
to determine secular trends, the prepara- 


tion of either of these reports is quite un- 
common. 

Some idea of the amount of detail con- 
tained in the funds statement was obtained 
by asking respondents to furnish informa- 
tion regarding the number of lines they 
used in preparing these reports. Two thirds 
of the reporting firms use a fairly brief 
statement consisting of 11 to 20 items and 
very few find it expedient to submit a 
lengthy statement of more than 20 lines. 
One firm saw fit to add that they “Find 
that short concise statements without too 
much detail are most appreciated.” 

The great majority of respondents, 75 
per cent, continue to emphasize changes in 
working capital in their funds statement 
preparation. The cash balance approach 
has been receiving increased attention in 
the accounting literature of recent years 
but has apparently not yet attained any 
degree of prominence in its practical appli- 


TABLE 8 
Time PEeriop COVERED 


: Comparative State- Cumulative State- 
Annual ae — ments Covering ments Covering 
How Often Prepared “ Several Years Several Years 
No % No. % No. % No. % 
Usually ee 88 97.8% 2 2.7% 1 1.3% _ _ 
Oceasionally.......... 36 48. 18 23.1% 11 14.7 
Very seldom.......... 2 2.2% 37 49.3% 59 75.6% 64 85.3% 
re 90 100% 75 100% 78 100% 75 100% 
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TABLE 9 
Amount oF Detatt CONTAINED IN Funps STATEMENT 


No. of 
Firms Per Cent 


Oto S5lines ... 


6 to 10 lines atten ae 21 25.0% 

TABLE 10 
Concept OF FunpDs 

Per Cent 
Working capital..............:. 67 75.3% 
Net quick (money) assets........ 1 1.1% 
All balance sheet items.......... 13 14.6% 
Cash and marketable securities... — — 

Major balance sheet items other 

than working capital.......... i 1.1% 
1 1.1% 
Total 89 100% 
TABLE 11 
MECHANICAL ForM 
Per Cent 


Balanced form (sources=applica- 
Report form: 
Reconciling type (reconciling be- 
ginning funds balance with 
ending funds).............. 14 16.3% 
Remainder type (sources=ap- 
plications=increases or de- 
creases in funds)........... 40 46.5% 


cation. True, the idea of stressing the cash 
balance is new so that several more years 
may have to elapse before any conclusions 
can be drawn with respect to its acceptance 
or rejection by the profession. At the pres- 
ent there seems to be little doubt that the 
emphasis on changes in working capital 
are preferred by most practicing account- 
ants. 


An exception may be noted when cop. 
sidering the internal use of the funds state. 
ment. Dr. Anton® recently conducted a 
survey of funds statement usage on the 
part of management and found that they 
did use the cash or cash equivalent ap. 
proach to a greater extent than any other 
group. The reason for such preference be- 
comes evident when one recognizes that 
management is concerned with the actual 
administration of available funds and 
must know which of the working capital 
funds are available for use. Payrolls or 
maturing bank obligations cannot be met 
out of inventories or even receivables. 
Only cash, marketable securities and a 
small portion of the receivables are acces- 
sible for this purpose. 

The type of mechanical form employed 
by the various accounting firms is divided 
chiefly between the traditional balanced 
form and remainder type, while the recon- 
ciliation report is offered by relatively few 
of the :espondents. Originally, funds 
statements were presented by balancing 
sources against applications of funds and 
it is not surprising to find a great many 
firms still using this method. The recon- 
ciling type is a rather recent innovation 
and may be expected to show an increase 
in the future. The advantage of this presen- 


tation lies in its ability to clarify the move- | 


ment of funds. The company begins its 
fiscal period with an opening funds bal- 
ance; certain increases and decreases in the 
level of funds occur during the year; and 


an ending balance is presented at the close | 


of the period. 


Funds Statement Titles 


Seven typical funds statement titles 
were listed in the questionnaire and It 


spondents were asked to check any number | 


of titles presently used by them. In addi- 
tion, they were invited to suggest aly 


5 Anton, H. R., “The Funds Statement as an Internal 
Report to Management,” AccounTING REviEW, Jaal- 
ary, 1955, pp. 71-9. 
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TABLE 12 
Founps STATEMENT TITLES 


No.of pe Cont 


Replies 
Statement of sources and applica- 

45 32.1% 
Statement of application of funds. 30 21.4% 
Statement of changes in working 

Statement of sources and disposi- 

Statement of changes in financial 

6 4.3% 
Funds applied and provided state- 

5 3.6% 
Statement of funds derived and 

2 1.4% 


* Miscellaneous titles that were submitted follow: 

Statement of sources and applications of working 
capital (2) 

Statement of funds provided and applied (2) 

Summary of factors contributing to changes in 
working capital 

Statement of changes in financial position and 
application of funds 

Disposition of funds provided from operations 
and other sources 

Funds provided and disposition thereof 

Summary of financial operations 

Funds provided and used 

Statement of funds 


other preferred titles that were not covered 
in the inquiry. Table 12 shows a listing of 
the various titles chosen, while Table 12a 
summarizes the titles that included the 
word “funds,” or the phrases “working 
capital” or “financial position.” 


TABLE 12a 
Funps STATEMENT TITLES 
(Summary) 
No. of 
Replies Per Cent 
Statements using the word “funds” 
104 74% 
tatements using the phrase“work- 
«ing capital” in the title........ 29 20% 
Statements using the phrase “fi- 
nancial position” or ‘“opera- 
tions” in the title............. 8 6% 
141* 100% 


* One title included both “funds” and “financial 
position” in the title. 
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The great majority of statements are 
found to contain the word “funds” some- 
where in the title, and the traditional ex- 
pression “‘sources and application,” “‘appli- 
cation,” or “sources and disposition of 
funds” seems to prevail. Ninety replies or 
64 per cent employ some such wording. 


Statement Preparation 


Accounting text books continually em- 
phasize the importance of developing ade- 
quate working papers before preparing the 
funds statement. In an attempt to deter- 
mine the extent to which working papers 
are actually used in practice, accounting 
firms were asked to designate whether they 
work directly from a comparative balance 
sheet or use working papers. Responses 
were almost equally divided as shown in 
Table 13. The firms which replied did not 
specify whether they used working papers 
only in the more complicated cases; choos- 
ing to work directly from the comparative 


TABLE 13 
EMPLOYMENT OF Funps STATEMENT WORKING PAPERS 


Method of Preparation No.of Per Cent 
Work directly from a comparative 
47 54% 
Use working papers.............. 40 46% 


balance sheets in all other instances. How- 
ever it may be reasonable to assume that 
such is the case. The ordinary company 
experiencing only a few non-fund trans- 
actions during the year probably does not 
require the elaborate preparation of work- 
ing papers, and it would be a waste of time 
to use them. 


OPERATING DATA AND DEPRECIATION ON 
THE FUNDS STATEMENT 


It has already been pointed out that the 
“‘add-back”’ of depreciation and other non- 
fund charges to the funds provided section 
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of the statement no longer seems to cause 
the confusion it once did. Most readers of 
financial statements are now apparently 
aware of the fact that the technique of 
adding back depreciation is simply a 
means of eliminating this charge from 
other operating expenditures in order to 
arrive at the funds provided by profits. 
Table 14 clearly indicates that the great 
majority of firms add back depreciation to 
net profits apparently in the belief that 
such treatment does not serve to mislead 
the client. 


TABLE 14 


TREATMENT OF DEPRECIATION AND OTHER 
Non-Funp CHARGES 


No. of 
Firms Cent 
Depreciation shown as a separate 
item, but added back to net 
profit (reconciled)............ 74 84.2% 


Depreciation shown as a separate 

item, no reconciliation to net 

Funds provided by profits before 

depreciation and other non-fund 


charges, depreciation shown 
short or parenthetically....... 4 4.5% 
Depreciation handled through 


“Expenditures net of deprecia- 
tion charges’’: 
Depreciation amount stated. . 1 1.1% 
Depreciation amount not 


100% 


Total. 


As a means of avoiding the depreciation 
“‘add-back” it has been suggested that the 
funds statement contain a detailed array 
of those operating revenues that provide 
funds together with those operating ex- 
penditures that apply them. In this man- 
ner it is contended that the depreciation 
charge can be eliminated from the state- 
ment completely. Respondents were asked 
to indicate whether they furnished de- 
tailed operating data on the funds state- 
ment or simply used a single net income 
figure. Table 15 discloses that over 94 per 
cent of the respondents employ a single net 
income figure. 


TABLE 15 
OPERATING DATA ON THE FuNpDS STATEMENT 


Single net income figure included 


as part of the funds provided... 84 94% 
Submit a detailed analysis of funds 
provided by operating revenues, 
and funds applied to operating 
Following the information requested 
above, respondents were next asked 


whether they considered it important to 
have the figure ‘funds provided by opera- 
tions,” reconcile with the net income figure 
appearing on the operating statement. 
Table 16 summarizes the results of this 
question and it may be noted that the 
same 84 firms considered it important to 
reconcile the net income figure on both 
statements. 


TABLE 16 
IMPORTANCE OF RECONCILING NET INCOME 


No. of Per Cent 
Firms 
Minor importance.............. 2 2% 


MISCELLANEOUS COMMENTS 


Some space was provided on the ques- 
tionnaire to permit firms to make any addi- 
tional comments and recommendations. 
Most of those who chose to express any 
further ideas on the subject emphasized 
some aspect of statement form. Several of 
these remarks are quoted below: 

Greater use of narrative form, segregating the 
statement into various sections, would make them 
more understandable and more widely acceptable. 

The application of funds statement is a difficult 
one to standardize, particularly as to item cap 
tions, and statements of a company for two suc 
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arrangement unless excessively condensed. 


We believe in the use of the statement and are 
constantly trying to improve the form of presen- 
tation usually taking into account the individual 
situation being reported upon. 

Principal need is to constantly strive for im- 
provements in the method of presenting such 
statements so as to make them more readily un- 
derstood by clients and other readers. 


Best present forms are generally satisfactory. 
Special forms sometimes needed for special cases. 


Unlike the balance sheet and statement of in- 
come, the statement of application of funds can 
and should conform primarily in each separate 
case to wha: the executive who will read it is ac- 
customed to and to the manner of his thinking. 


If the above comments are typical of the 
opinions of most practicing accountants, 
then they believe that a rigid, standard- 
ized funds statement would reduce rather 
than increase its clarity. 


CONCLUSIONS 


Certain obvious conclusions may be 
drawn from the results of the foregoing 
survey. A definite trend in the use of the 
funds statement in the auditor’s long-form 
report is evident over the past decade. Ten 
years ago about one third of the audit re- 
ports contained a funds statement, where- 
as today over two thirds of the reports in- 
clude such a statement in one form or 
another. Except for the larger corporations 
which ordinarily obtain the short-form 
report, and prepare their own funds state- 
ments, the decision to include or exclude a 
funds statement in a long-form report does 
not seem to vary with the size of the client. 

Practitioners’ opinion as to the most 
valuable function of the funds statement 
centers around the changes in working 
capital and sources from which funds were 
obtained. In almost all cases, respondents 
considered the statement to be an im- 
portant one even though its location in the 
report varied. 
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Smaller clients were more dependent 
upon public accountants to prepare a 
funds statement for them, and were more 
enthusiastic about its inclusion in the re- 
port. Clients in general seem to find little 
or no difficulty in understanding the over- 
all aspects of the statement although some 
trouble is apparently encountered in dis- 
tinguishing between cash and funds. 

The great majority of statements are 
prepared for periods of one year, and pub- 
lic accountants seldom initiate cumulative 
or comparative statements. The amount of 
detail contained in a typical statement is 
kept to a minimum even though longer 
ones are sometimes called for in special 
circumstances. Emphasis on changes in 
working capital holds the predominant 
position in funds statement preparation 
despite recent recommendations for a cash 
balance approach, and the report form of 
statement (reconciling or remainder type) 
is employed in most instances. 

Seventy-four per cent of the statements 
use the word “funds” somewhere in their 
title as compared to only 20 per cent mak- 
ing use of the phrase “working capital.” 
Respondents indicated a preference for a 
single net income figure rather than de- 
tailed operating data, and continue to add 
back depreciation and other non-fund 
charges in the funds provided section of 
the statement. Finally, there seems to be a 
strong desire on the part of the practitioner 
to maintain an elastic format for the funds 
statement in order to permit wide latitude 
in tailoring it to fit the needs of individual 
clients. 

It will be recalled that practicing ac- 
countants were rather indignant when 
asked if they included the funds statement 
as a “minor schedule in the text of the 
audit report.’”” Many of those who sub- 
mitted the statement in this manner 
pointed out that the text was not con- 
sidered a minor segment of the report, 
and that statements or schedules relegated 
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to this section were not classified as 
secondary. Nevertheless, it is contended 
that such treatment does not give the 
funds statement the position it deserves; 
namely that of a major financial exhibit on 
equal status with the balance sheet and 
income statements. The latter statements 
are always included with the auditor’s 


opinion, a factor which inevitably attache 
more importance to them. If the fund 
statement is as important a financia| 
exhibit as the balance sheet and the incon 
statement, and it is suggested that it 
then it should be included with the cert. 
fied statements both on the audit ang 
stockholder reports. 


teacl 
of th 
cons 
lead 
of bi 
the 
acco 
esta) 
aid 
spec 
and 
T 
prog 
vari 
that 
nate 
a lit 
dec 
gen 
spec 
incl 
requ 
yea 
edu 
| com 
mot 
| nati 
hav 
nun 
Am 
mit 
Mee 
coun 
Mar 


ae QUALIFICATIONS FOR COLLEGE ACCOUNTING 


TEACHERS* 


€ Income Harry R. PRICE 
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Associate Professor, University of Miami 
ert- 
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what constitutes desirable quali- outside the accounting field and that more 
fications for college accounting collateral reading was desirable to broaden 
teachers, the general aims and objectives the student’s concepts. The Committee’s 
of the four-year college program should be 1946 report stressed the need for more 
considered, based upon the opinions of cultural subjects and urged that colleges 
leaders, both in the field of education and strive to develop students with inquiring 
of business. It is also necessary to examine minds and with the ability to write and 
the philosophies and course offerings of speak the English language effectively. 
accounting departments before it can be The 1947 New York State Society Com- 
established what qualifications will best mittee report recommends extensive 
aid the instructor in accomplishing the schooling in the liberal arts in order to 
specific departmental and university aims develop a general understanding of the 
and objectives. world in which we live, its history, and 
The objectives of college accounting economic, political and social problems, 
programs have been widely discussed. The and familiarity with the relationships and 
variety of opinions ranges from the feeling controls of modern life. 
that accounting is purely vocational in The American Institute of Accountants 
, nature to the conviction that accounting is devoted a considerable portion of their 
a liberal arts subject. During the last few 1948 convention to studying the training 
» decades, the place of accounting in the problems of public accountants. Their 
curriculum has been influenced by the findings were published in New Responsi- 
general philosophy as to whether highly bilities of the Accounting Profession.’ The 
specialized technical training should be Institute has been continuously studying 
included as a part of the four-year course _ the training problems of accountants under 
requirements. With the swing in recent the able leadership of its educational 
years towards the idea that more general director, Mr. Robert L. Kane. The 
education and less special education should Controllers’ Institute of America has 
comprise the student’s attention, moreand recently criticized business schools for 
more emphasis is being placed upon the their lack of curricular alignment with 
general educational values of accounting. current business needs, and has sent a list 
The educational committees of our of suggestions to the deans of more than 
| national professional and state societies 200 collegiate schools of business.? The 
_ have been studying these problems for a American Accounting Association, at its 
_ number of years. The 1945 report of the 1952 convention, chose for its general 
American Institute of Accountants’ Com- theme, “Accounting Education,” a fact 
, mittee on Education stated that most de- which is indicative of the general feeling 
1 American Institute of Accountants, New Responsi- 
' _ *This paper was presented at the Eighth Annual _ bilities of the Accounting Profession. New York: Ameri- 
: Meeting of the Southeastern Section, American Ac- can Institute Publishing Co., 1948, 128 pp. 


counting Association, Columbia, South Carolina, on ? Editorial, “Business Schools Criticized,” Office 
March 23, 1956, Management and Equipment, August, 1951, pp. 19-21. 
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of concern on our part for the improve- 
ment of the training of professional ac- 
countants. 

Donald P. Perry,’ Chairman of the 
Commission on Standards of Education 
and Experience for Certified Public Ac- 
countants advanced, in 1948, the follow- 
ing propositions in regard to what 
academic preparation a prospective profes- 
sional accountant should receive: 

1. No one standard course of academic study 
will constitute the best preparation for 
every individual. 

2. The general educational aspects of academic 
preparation merit more time than they fre- 
quently are allowed. 

3. Accounting and auditing courses should 
emphasize primarily principles and theory, 
and secondarily, to the extent feasible in the 
classroom, the application of practical 
techniques. 

4, Techniques are best learned in field practice 
or internship programs, arrangements for 
which require greater efforts between uni- 
versities and professional practitioners. 


These propositions are based upon studies 
and recommendations made by the Com- 
mittee on Education of the American 
Institute of Accountants. 

The Standards Rating Committee of 
the American Accounting Association has 
listed the three ultimate objectives of the 
education of the accountant as (1) 
educating the citizen, (2) education in 
business, and (3) education in accounting.‘ 
“The Accounting Teachers’ Guide,”*® also 
sponsored by the Association, is an inval- 
uable source of information and help re- 
garding all phases of the training of col- 
lege accounting students. When educators 


8 Perry, Donald P., “What Academic Preparation 
Should a Prospective Professional Accountant Re- 
ceive?” New Responsibilities of the Accounting Profes- 
sion. New York: American Institute of Accountants, 
1948, p. 96. 

*American Accounting Association, “Report of 
Standards Rating Committee,” THe AccountTING RE- 
View, January, 1954, p. 39. 

5’ American Accounting Association, Accounting 
Teachers’ Guide, Cincinnati: South-Western Publishing 
Company, 1953, 258 pp. 


and practicing accountants have consid. 
ered what academic education is most de. 
sirable for professional preparation, they 
usually have concluded that the prospec. 
tive accountant should have the benefit of 
a coliege education, at least half of which 
should be devoted to liberal arts as 
distinct from business and technical ae. 
counting subjects. These suggestions are in 
accord with the recommendations of the 
American Association of Collegiate Schools 
of Business and of our own Association. 
In a recent survey completed by the 
writer upon “Accounting Education at the 
University Level’ questions were included 
for the purpose of obtaining the opinions 
of college accounting professors, certified 
public accountants, and industrial ac- 
countants, regarding the general and 
vocational objectives of college accounting 
courses, along with the suggested qualifica- 
tions for college accounting teachers of 
these subjects. The general educational 
values of accounting courses as listed by 
these three groups are set forth in the 
following Tables I-III, inclusively: 


TABLE I 


GENERAL EDUCATIONAL VALUES OF ACCOUNTING 
CoursEs as LISTED BY COLLEGE 
ACCOUNTING PROFESSORS 


Value Per Cent 
Broad understanding of our business world. 75 
Broader interpretation of financial state- 
The uses of accounting as a “tool of manage- 
50 
How to solve problems.................. 50 
Greater appreciation of our system of free 
Development of a sense of judgment....... 33 
Effective written and oral communication. . 33 
The use of accounting as a background for 
executive 30 
How to present and organize materials. . .. . 29 
Better understanding of our tax structure.. 26 
Position of C.P.A. and accountant in modern 
Development of responsibility............ 21 
Historical place of accounting in business 
21 
Ethics and responsibility in handling the 
17 
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IT 


GENERAL EpucATIONAL VALUES OF ACCOUNTING 
CoursEs AS LisTED BY CERTIFIED 
Pusiic ACCOUNTANTS 


understanding personnel relationships and 
the importance of possessing the basic 
skills of expression, both in a language 
and in a mathematical sense. 


Value Per Cent The three groups were also asked to 
Effective written and oralcommunication.. 43 indicate what they considered the voca- 
Ability to think, initiative, imagination... 36 tional objectives of college accounting 
Understanding the relationships with eco- 7 
nomics, business law, finance, and related courses should be. Their answers are set 
subjects....... 31 forth in Tables IV-VI, inclusive. 
Broad understanding of the world in which 
Understanding the relationships with liberal Taste IV 
arts 
ness, and good work habits............ 15 
Value Per Cen: 
A combination of training directed towards 
GENERAL EDUCATIONAL VALUES OF ACCOUNTING preparation for both C.P.A. work and in- 
Courses as LisTED BY INDUSTRIAL dustrial accounting work............... 86.12 
ACCOUNTANTS Training directed primarily towards manage- 
ment 5.00 
Value Per Cent Training ed primarily towards C.P.A. 
Broad understanding of our business world. 40 Training directed primarily towards indus- 
Effective written and oral communication. . 39 trial .55 
How to think and reason clearly.......... 38 5.55 
Development of techniques of supervision. . 21 
Understanding the relationships with liberal 


It is readily apparent from the order 
of the general objectives listed in Table I 
that college accounting educators feel that 
the broad aspects of accounting training 
should receive the most emphasis. Table 
III shows that there is general agreement 
between accounting educators and prac- 
ticing industrial accountants regarding the 
desirability of the broad objectives as an 
important part of a college training. It 
may be noted, however, that the industrial 
accountants also indicate the need of the 
college graduate possessing a knowledge of 
the organization within business establish- 
ments so that they may understand their 
particular role as part of the business as a 
whole. Table II seems to indicate that 
while public accountants agree with ac- 
counting educators and industrial ac- 
countants in general regarding the broad 
aspects as being a desirable part of 
college training, they also feel the need for 


TABLE V 


VoOcATIONAL OBJECTIVES OF ACCOUNTING COURSES AS 
LisTED BY CERTIFIED PuBLIC ACCOUNTANTS 


Value Per Cent 
A combination of training directed towards 
preparation for both C.P.A. work and in- 
dustrial accounting work............... 67.77 
Training directed primarily towards C.P.A. 
raining directed primarily to manage- 
3.31 
Training directed primarily towards indus- 


VI 


VocaTIONAL OBJECTIVES OF ACCOUNTING COURSES AS 
Listep By INDUSTRIAL ACCOUNTANTS 


Value Per Cent 

A combination of training directed towards 

preparation for both C.P.A. work and in- 

dustrial accounting work............... 57.00 
Training directed primarily towards indus- 

raining directed primarily towards manage- 

ment 14.00 
Training directed primarily towards C.P.A. 

2.00 


COUNTING 
Per Cent I 
f 
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17 
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From the information presented in 
Tables IV-VI, inclusive, it is apparent 
that the majority of all three groups favor 
a combination of training directed towards 
preparation for both C.P.A. work and 
industrial accounting work. However, a 
substantial percentage (28.92) of the certi- 
fied public accountants felt that the train- 
ing should be directed primarily toward 
preparation for the C.P.A. certificate. 
Nineteen per cent of the industrial ac- 
countants indicated that management 
implications of accounting should be the 
basic objective. This belief was concurred 
in by only a very small percentage of the 
college accounting professors and the 
certified public accountants. 


PHILOSOPHY OF THE SCHOOL AND THE 
ACCOUNTING DEPARTMENT 


Upon the establishment of the desirable 
general educational and vocational objec- 
tives of college accounting courses, it be- 
comes necessary to integrate them into the 
general pattern and philosophy of the 
school of business administration and the 
university as a whole. Do the accounting 
department and the school of business 
stress the vocational aspects of business 
courses or are the more general applications 
of the subject material emphasized most 
strongly? Are the accounting courses serv- 
ice courses which are required for 
all students in the field of business ad- 
ministration or are they considered to be 
technical and highly specialized, with the 
idea of their completion enabling the 
student to obtain a complete mastery of the 
many intricacies and details of account- 
ancy? 

It appears to the writer that these ques- 
tions must be answered before establish- 
ing the desirable qualifications for the 
instructors whose responsibility it is to 
teach the various courses. Obviously, dif- 
ferent qualifications are needed, depending 
upon the type of subject to be taught and 
the objectives to be realized. Therefore, in 


the typical accounting department of a 
large university, it would seem that a 
group of instructors with a variety of 
experiences anu qualifications could best 
help the student and the university to 
achieve their several objectives. 

What are some of the formal educational 
qualifications for the teaching of ac- 
countancy? A question was included in the 
survey to determine the opinions of 
college accounting professors, certified 
public accountants, and industrial ac- 
countants regarding this problem. Their 
responses are set forth in Tables VII-IX, 
inclusive. 


TABLE VII 
DESIRABLE FORMAL EDUCATIONAL QUALIFICATIONS FOR 
COLLEGE ACCOUNTING TEACHERS AS LISTED 
BY COLLEGE ACCOUNTING FACULTY 


12.37 
Degrees unimportant—good teacher ....... 8.43 
3.9 
3.43 
1.72 


Taste VIII 


DESIRABLE FORMAL EDUCATIONAL QUALIFICATIONS FOR 
COLLEGE ACCOUNTING TEACHERS AS LISTED 
By CERTIFIED PuBLIC ACCOUNTANTS 


16.53 


IX 


DESIRABLE FORMAL EDUCATIONAL QUALIFICATIONS FOR 
COLLEGE ACCOUNTING TEACHERS AS LISTED 
BY INDUSTRIAL ACCOUNTANTS 


No degree necessary—just experience. ..... 7.69 
Bachelor’s plus experience. 5.49 
Bachelor’s plus 4.39 
2.20 
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When the data presented in Tables 
VII-IX ire compared, a certain amount 
of bias is apparent on the part of each of the 
three groups sampled. Accounting educa- 
tors tended to emphasize the importance 
of the Ph.D. degree with 32.47 per cent 
indicating the desirability of possessing 
this degree along with the C.P.A. certifi- 
cate, while only 16.53 per cent of the 
certified public accountants and 12.09 
per cent of the industrial accountants 
indicated a preference for this combina- 
tion. On the other hand, 49.59 per cent of 
the certified public accountants listed 
the C.P.A. certificate as being the most 
important qualification. This percentage 
compared with 32.26 per cent for the 
industrial accountants and 20.22 per cent 
for accounting educators. The data in- 
cluded in these three tables tend to 
verify the idea that those engaged in 
education tend to place a somewhat 
greater emphasis upon the value of a 
formal education than do those persons 
who are actively engaged in industry and 
the public accounting profession. It should 
be kept in mind that less than one-half 
of the industrial accountants possessed a 
college degree of any sort. 

Now what were the actual formal educa- 
tional qualifications held by the college 
accounting faculty members who were 
included in this study? These qualifications 
are set forth in Table X which follows. 


TABLE X 


Decrees Acruatty sy 178 CoLtEGE Account- 
Facutty MEMBERS 
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It would appear from the data pre- 
sented in the above table, that the C.P.A. 
certificate, combined with either a Master’s 
or Doctor of Philosophy Degree, are by 
far the most commonly held qualifications 
by the upper professorial ranks. It must be 
kept in mind that the respondents were, 
in most cases, either department heads, 
full or associate professors. 

What are other desirable qualifications 
that college accounting teachers should 
possess? Tables XI—-XIII, inclusive, sum- 
marize the suggestions as set forth by the 
three groups sampled. 

By comparing the data shown in these 
tables, it is readily apparent that all groups 
sampled strongly believe that practical ex- 


TABLE XI 


OtHeR DESIRABLE QUALIFICATIONS FOR COLLEGE 
ACCOUNTING TEACHERS AS LISTED BY COLLEGE 
AccoUNTING FacuLTy MEMBERS 


Practical experience and outside contacts.... 70.34 
Good teacher—ability, personality, interest 


in the student and subject, patience... .. 48.28 


Interest in research and writing........... 10.34 
8.28 
Earnest desire to regard teaching as a pro- 

Broad background in economics............ 3.45 
Should not spend too much time on “outside” 

Should keep sss back and “up to date”. 2.76 
Some enginee! 1.38 
Teachers should have a variety of back- 


Taste XII 


OTHER DESIRABLE QUALIFICATIONS FOR COLLEGE 
ACCOUNTING TEACHERS AS LISTED BY 
Pusric ACCOUNTANTS 


Number Per Cent 


Master's and C.P.A............ 85 48.00 
Ph.D. and C.P.A...... 29 16.00 
Bachelor’s and C.P.A 7 4.00 
See 4 2.00 
sand LL.B. 3 2.00 
2 1.00 
1 .50 
Master’s LL.B., and J.D........ 1 -50 
178 100.00 


Practical experience in the field........... 69.77 
29.07 
Interest in teaching—ability to inspire. ..... 18.60 
ae understanding of economics and busi- ~ 
Knowledge of subject.................... 5.81 
Good personality, neatness, ability to get 
Broad understanding of arts and sciences... 3.47 
Participation in professional organizations... 3.47 
Full-time teacher, not part-time........... 2.33 
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Taare XIII 


DESIRABLE ALIFICATIONS FOR COLLEGE 
AccouNTING TEACHERS AS LISTED BY 
INDUSTRIAL ACCOUNTANTS 


Practical experience in the field........... 87.01 
3.89 
2.59 
1.30 
Good human relations. 1.30 


perience in the field and teaching ability 
are the two most important qualifications 
that a college accounting instructor should 
possess in addition to his formal educa- 
tional training. The strong agreement re- 
garding practical experience and teaching 
ability is somewhat in contrast to feelings 
expressed relating to the necessary formal 
educational requirements that a college ac- 
counting instructor should possess. 

In regard to the desirable qualification 
that the college accounting instructor 
should perform practical work in the field 
and keep up to date with current business 
problems, Table XIV shows the extent to 
which college accounting teachers do 
participate in related activities. 


TaBLe XIV 


RELATED ACTIVITIES PARTICIPATED IN BY COLLEGE 
ACCOUNTING FacuLTY MEMBERS 


Management counselling and systems...... 66. 
od 

11 


Educational committees and research for 

Accounting work for small businesses. ..... 
Members of law firms.................... 
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Thus it does appear that accounting 
teachers do participate rather widely in 
many related fields and activities which, of 
course, is to be highly recommended, as 
long as this does not interfere with their 
primary responsibility of being good 
teachers. 


CONCLUSIONS 


The Committee of the American Ac. 
counting Association which prepared “The 
Accounting Teacher’s Guide,’”* has stated 
that accounting teachers are not just 
“born,” but are for the most part “made” 
through consistent and devoted prepara- 
tory study and effort. The accounting 
teacher must have many qualities in order 
to be considered an effective teacher. The 
Committee summarizes these qualities as 
follows: 

1. Knowledge of accounting and related sub- 

jects. 

2. Ability to explain accounting. 

3. Ability to select and prepare material for 

the course. 

4. Interest in accounting and related fields. 

5. Ability to judge students’ capabilities and 

measure students’ performance. 

6. Personal characteristics. 

7. Professional attainments. 

8. Research and writing ability. 


All of the above qualifications were 
included in the opinions of the three groups 
that were sampled in the statistical data 
in the accompanying tables. The possession 
of a Doctor of Philosophy Degree and 
C.P.A. certificate were considered highly 
important as educational qualifications for 
teachers of accounting by all three groups 
sampled in this study. College accounting 
faculty members tended to be partial 
to the Doctor of Philosophy Degree and 
the certified public accountants and in- 
dustrial accountants leaned towards the 
C.P.A. certificate as being the most im- 
portant single qualification. All groups in- 
dicated that the most important other 
qualifications for teachers of accounting 
were practical experience and outside con- 
tacts in the field and the possession of 
those desirable personal qualifications that 
are usually considered to be the mark of4 
good instructor. The technical knowledge 
and experience requirements should be 


® Tbid., p. 103. 
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kept in mind as being particularly im- 

rtant in teaching such subjects as 
auditing, cost accounting, federal income 
tax, governmental accounting and con- 
trollership. 

Let me say in conclusion, that it is 
doubtful that there are very many teachers 
who possess all of the desirable qualifica- 
tions of the ideal instructor, but by careful 
selection of a “balanced” teaching staff, it 


is possible to provide good instruction in 
our college accounting classes and to real- 
ize our aims and objectives to a satisfac- 
tory extent. All accounting teachers must 
continually strive for self-improvement 
so that our students will receive the best 
possible instruction in order that they 
may take their places in society and be- 
come effective and useful citizens of to- 
morrow. 


A COURSE IN INCOME TAXATION FOR 


NON-ACCOUNTING MAJORS?P 


CHARLES E. JOHNSON 
Associate Professor, University of Oregon 


HE recent move by the Treasury 
Department in furnishing high 
schools with materials designed to 
provide students with a rudimentary 
knowledge of the vagaries of Form 1040 
seems a wise if belated recognition of the 
fact that the ability to determine his 
annual income tax has become the duty 
of almost every U. S. citizen. Whether 
this trend should be carried one step 
further to a course in income taxation at 
the collegiate level designed for other than 
accounting or law majors is a question be- 
ing raised with increasing frequency. 


Is Such a Course Needed? 


A non-technical service course in income 
taxation would seem warranted on the 
basis of a positive answer to two questions: 
Is there an important body of subject 
matter beyond the rudimentary income 
tax fundamentals taught in high schools 
and short of the specialized courses in in- 
come taxation offered at the university 
level for accounting majors? Would a 
generalized knowledge of this subject 
matter be useful to a significant group of 
general business administration graduates? 

Despite most television comedians to the 
contrary, the ability to make a self 
determination of personal income tax due 
is a task which the average literate citizen 
can perform in an evening’s sitting with 
the aid of an instruction booklet. If he 
wishes further assurance he can acquire at 
nominal cost (deductible) a commercially 
published pamphlet, whose cover promises 
the disclosure of numerous tax saving 
devices. An understanding of the working 
of a fiscal device that provides the bulk of 
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the federal revenues goes considerably 
beyond this. One might file his own return 
for a number of years without really under- 
standing the reasoning underlying the 
concept of realized income, the rationaliza- 
tion behind capital gains and its extensions 
into numerous areas, operating loss carry- 
overs, the conduit thcory of partnership 
taxation, the impact of corporation income 
taxes—to mention only a few of the 
possibilities. 

It is true that an evaluation of some of 
the major provisions of our income tax 
laws is covered in courses in public 
finance, and the effect of certain income 
tax provisions is treated in varying degree 
in other business administration courses. 
It is likely, however, that the increasing 
competition of subject matter in these 
areas inevitably relegates the considera- 
tion of income tax matters to an incidental 
position. It is important that each business 
administration student as a citizen under- 
stand the workings of the income tax as an 
important fiscal device in the federal tax 
system. It is also important that he under- 
stand it as a given condition in the frame- 
work within which business is conducted— 
a condition which must be taken into ac- 
count in almost every major piece of finan- 
cial and organizational planning. Thus 
a significant body of subject matter would 
appear to exist, and the usefulness of 
knowledge in this area, while perhaps not 
as basic as subject matter in the normal 
business administration “core” courses, 
seems sufficient to warrant an offering on 
an elective basis. 

In developing a course in income taxa- 
tion to fit the needs of potential business 
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administrators there will be the inevitable 
iemptation to title the course “Tax 
Management” and to describe it in terms 
of a study of tax minimization through 
planning business activities. The basic 
weakness in courses which purport to deal 
with the management of any technical 
phase of business administration is that 
the general management of that phase is 
based on the same principles as the man- 
agement of amy activity, and the specific 
management requires that the manager be 
a highly qualified expert in the field. It is 
thus no accident that the subjects tax 
planning and tax management are covered 
in the specialized tax courses at the end 
of the more advanced tax courses in the 
accounting major program, when it is pre- 
sumed that the student brings to the 
course as thorough and detailed a knowl- 
edge of income taxes as it is possible to get 
from textbook and classroom exposure to 
the subject. The attempt to teach technical 
tax management as distinguished from 
a general awareness or tax consciousness 
to non-specialists is destined to be a futile 
effort which ends with the title of the 
course. The service course in income 
taxes, therefore, should be designed to give 
students an understanding of the major 
provisions of the law, the reasoning behind 
those provisions insofar as it is possible to 
determine it, and the effect of the various 
provisions with respect to their operation 
in business practice. 


The Approach 


Designing a non-specialist course in al- 
most any area of specialization in business 
administration involves a choice between 
what might be called the survey and the 
Sequence approach. The term survey has 
gained an unsavory reputation along with 
humerous weak courses so entitled; it is 
used here only to describe the idea of a 
course designed to give an over-all cover- 
age of the important elements in any 
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larger body of subject matter, as dis- 
tinguished from an introductory course 
(open to both specialists and non-special- 
ists) in a sequence of courses designed to 
give rather complete coverage. There seems 
to be no agreement as to the best solution 
to this general problem; the practice of vari- 
ous schools differs, and the same school 
uses different approaches in different areas 
of study. 

In the situation at issue here, the argu- 
ments against the “sequence” approach 
appear significant. Despite the obvious 
administrative advantages of the sequence 
solution, its primary weakness is that it 
compromises the needs of the accounting 
major by depriving him of an early 
thorough grounding in fundamentals. For 
example in covering the general question 
of capital gains and losses the specialist 
should get a solid grounding in the rules for 
recognition of gains and losses, how basis 
is determined, the distinction between 
1231 assets and capital assets, and the 
effect of these provisions as they are 
applied in a wide variety of situations. For 
the casual student many of the details of 
the computation of basis under various 
alternatives can well be omitted. An 
introductory course organized in the 
sequence pattern is likely to hit only the 
high spots of even basic material, with 
the result that time must be spent in 
advanced courses retracing the same 
ground to give a more thorough coverage. 
There are some advantages in repetition, 
but inevitably the time consumed in the 
process will be greater. Because it com- 
promises the quality of professional train- 
ing in an area which has become an in- 
creasingly important phase of the pro- 
fessional accountant’s work, it is believed 
that the sequence offering represents the 
less desirable alternative. 


Content 
The non-major income tax course en- 
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visioned in this discussion would be a 
three-semester-hour course open only to 
non-accounting majors, and requiring as a 
pre-requisite only the basic course in 
accounting. Since it is noé designed to be a 
course in personal income tax return 
preparation, the coverage should be broad 
and comprehensive, and the exposure to 
actual tax return preparation should be 
minimized. A highly condensed outline of 
the subject matter might be as follows: 

I. History of income taxation, the income 
tax formula, inclusions and exclusions 
from income, deductions, declared esti- 
mates, computation of the tax. 

II. Capital Gain and Losses. 

III. Special Topics: operating loss carryovers, 
depreciation and depletion, various de- 
ferred compensation devices including re- 
stricted stock options. 

IV. Special Tax Entities: estates and trusts, 
partnerships, corporations. 

V. Federal estate and gift taxes and their 
relation to income taxation (very briefly). 

VI. Evaluating income tax provisions. Dis- 
cussion of various proposals for tax 
revisions. 


Obviously such a broad coverage envi- 
sions that the objective of instilling a 
general tax consciousness or awareness in 
the student must receive primary con- 
sideration in the instructor’s thinking as 
he plans the course. No attempt can or 
should be made to delve into the technical 


details of the various tax provisions 
except as they are essential to an under. 
standing of the effect of that provision in 
operation. 

In reaching a decision as to the desirabil. 
ity and feasibility of offering such a course 
to non-accounting majors, the question of 
staffing must receive special attention, 
Courses that are survey in nature often 
suffer from a failure to staff them with the 
most competent instructor in the field; 
yet careful consideration will indicate 
that in order to cover any subject ina 
comprehensive manner without depth 
in any particular area, the instructor 
himself must have a great deal of depth 
and understanding of that subject matter, 
It is obvious then, that to be effective, 
such a course must be taught by one who 
is well-versed in the income tax field. This 
raises the question whether the expansion 
of offerings in this direction, and thus 
spreading the effort of available accounting 
staff members over a wider program, will 
react to the detriment of the accounting 
program. The basic issue remains whether 
the course is a worthwhile addition to the 
total business administration program, 
but the growing pressure upon faculty re- 
sources makes it imperative that the most 
efficient use of accounting staff be given 
careful consideration. 
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THE UNDERGRADUATE COURSE IN INCOME 
TAXATION FOR ACCOUNTING MAJORS 


ConLey R. ADDINGTON 
Professor, University of Miami 


of tax accounting are: (1) to force 

upon the students’ thinking a reali- 
zation of the tremendous impact that the 
income tax laws exert upon accounting 
and financial matters, and (2) to develop 
the students’ ability of determine the 
amount of taxable income and the re- 
sultant tax due under a wide variety of 
circumstances. 

Businessmen today are well advised 
not to make any decision of importance 
without first considering the tax effects; 
a wrong decision may have serious con- 
sequences. This problem is intensified by 
the fact that tax concepts and procedures 
become more involved and complex with 
each new addition to or revision of the 
tax law. One reason for this was noted by 
Justice Jackson, of the U. S. Supreme 
Court, when he remarked in discussing 
income taxes, ‘‘No other branch of the law 
touches human activities at so many 
points. It can never be made simple.” 
Another factor is that Congress has seen 
fit to define taxable income as a statutory 
matter involving a series of computations 
by which total income, less excluded in- 
come, less expenses deductible for ad- 
justed gross income, less itemized deduc- 
tions, less personal exemptions, eventually 
becomes taxable income. Thus the deter- 
mination of taxable income is not only 
complex, but a careful distinction must be 
made between tax accounting and financial 
accounting in many areas. 

Due to the growing importance of tax 
practice in relation to the total scope of the 
accountant’s activities, the accounting 
major, whether he plans to enter the field 
of public accounting or not, should become 


T= principal objectives in the study 
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thoroughly grounded in income tax pro- 
cedures in order to be able to advise his 
clients or his employer wisely, taxwise. 


Pre-requisites and Progression 


A sound background is necessary for the 
most effective study of tax accounting. 
This preparation should include some 
pre-requisite courses such as public finance, 
corporation finance, and intermediate ac- 
counting. 

The subject matter of tax accounting 
includes many subjects covered in public 
finance. For example, the student will 
encounter all the various types of taxes, 
both state and local; the problems of 
allocation; and the various types of 
securities used in financing public im- 
provements. 

In working with problems concerning 
capital assets and dividends, the study of 
corporate finance should prove most help- 
ful. In such a course one would get detailed 
coverage of stocks and bonds and their de- 
rivatives, dividends and interest, and prob- 
lems relating to both the issuer of and the 
investor in corporate securities. 

For a sound background, accounting at 
the intermediate level is recommended as 
the minimum accounting pre-requisite, 
thus giving the student a knowledge of the 
problems of disposals, trade-ins, deprecia- 
tion and depletion determination, bad 
debts, inventory problems, and the prep- 
aration of comparative balance sheets for 
both partnership and corporate returns 
including a number of reconciliations, par- 
ticularly that of Schedule M on Form 
1120. With such a background more time 
can be devoted to study of purely tax 
matters. 
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With the above listed courses as pre- 
requisites it is recommended that the tax 
accounting course be placed at the senior 
level. 


Scope of the Tax Course 


While it is possible to study many of the 
basic tax rules as they apply to all classes 
of taxpayers (individuals, corporations, 
etc.), it is the writer’s view that the prefer- 
able approach is to devote the first part of 
the undergraduate course to a study of 
income tax procedures as they apply to 
individuals, and to cover the tax problems 
of other classes of taxpayers as a separate 
unit of study. The starting point in the 
study of individual taxation should be the 
so-called ‘Income-Tax-Formula” for in- 
dividuals, developed through a study of 
the more ordinary items of income and 
deductions. Later the more complex ques- 
tions involved in capital gains and losses, 
dividends, business income, can be con- 
sidered. In turn, these may be followed 
by a study of the special tax features 
related to partnerships and corporations. 

Such topics as corporate reorganiza- 
tions, personal holding companies, foreign 
taxpayers, all parts of the Social Security 
sections except those which affect payroll 
computations, and the Federal Estate 
and Gift taxes should be excluded from the 
basic course. These sections, except those 
on estate and gifts, could comprise a short 
specialized course for those who want to 
meet the second objective. It is the thought 
of the writer that, perhaps, the estate and 
gift chapters should be excluded from the 
accounting curriculum on the ground that 
a legal background is almost a necessity 
for their understanding. 


Instructional Methods 


In the opinion of the writer, the basic 
income tax course for the undergraduate 


major should consist of two semesters’ 
work, with the income tax for individuals 
comprising the first semester. A pre- 
liminary tax course for non-accounting 
majors might be helpful at this point. 

In studying the determination of tax. 
able income, the tax return itself can be 
used most effectively. The forms should be 
available during all lectures. As the lecture 
progresses, the instructor should indicate 
on the return form just where each 
specific item should go. By the time the 
course is finished the instructor should 
have indicated what goes on every line 
and every column of the returns as well 
as the separate schedules accompanying 
Forms 1040 and 1120. 

Part of each week’s work should consist 
of lectures in which the instructor dis- 
cusses tax principles. The remaining time 
should be devoted to the solution of a 
series of problems and questions pre- 
viously assigned for oral discussion. A 
second series of problems should be 
assigned for homework. The student 
should be permitted to submit his solu- 
tions on the regular return forms, and a 
careful grading of these forms comparable 
to the Revenue Agent’s audit should be 
made. 

A short examination covering each 
two or three chapters is recommended, 
together with a final examination covering 
a rather long and involved tax situation to 
be solved on the respective forms. The 
first semester examination should cover 
the data to be placed on Form 1940; 
the second semester, Forms 1065 and 
1120. 

When the student has become proficient 
at tax return preparation, he is then 
ready to study the “tax consulting” 
aspects of the subject matter. This mate- 
rial may well be relegated to specialized 
tax courses in the accounting curriculum. 
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THE PLACE OF TAX AND FISCAL POLICY ISSUES 


IN THE FEDERAL INCOME TAX COURSE 


RosBert G. Cox 
Associate Professor, University of Pennsylvania 


the typical undergraduate course in 

Federal Income Taxation to the 
relationships between taxation and fiscal 
policies and the application of tax regula- 
tions to business problems. Whether these 
relationships should become a part of the 
tax accounting course is worthy of exam- 
ination. 

In spite of so-called simplifications of 
tax regulations, much of the material in 
the tax course has become more difficult 
to teach. The complexities of even the 
elementary phases of tax accounting have 
resulted in the need for additional time 
to cover material considered essential to 
the preparation of income tax returns. 
Little time has remained for the introduc- 
tion of subject matter which many con- 
sider to be of a fringe nature. 


[= ATTENTION has been given in 


The Desirability of Understanding Taxation 
and Fiscal Policies 


Recent trends towards liberalism and 
more breadth in business school curricula 
make it evident that the objectives of the 
accounting program should be two-fold in 
nature. The student of accounting should 
be trained to become proficient in tech- 
nical phases of professional and managerial 
accounting. He should also be groomed to 
eventually accept responsible positions of 
business leadership. To be successful as a 
tax practitioner, the accountant must be 
aware of tax-saving opportunities and be 
capable of assisting in tax-planning for 
the individual and for the business entity. 
As a technical tax accountant, his advice 
may be sought in the construction or 
revision of tax regulations, particularly 
in the application of the code to problems 
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of income determination. Because of his 
position as a business leader, he may be 
consulted in broader aspects of taxation. 
Intelligent appraisal of tax proposals can- 
not be made from the one-sided point of 
view of technical proficiency. Such pro- 
posals must be studied in many different 
ways. Certainly, effects of changes in 
regulations upon taxation and fiscal 
policies must be considered. 


Major Related Courses 


Core course requirements presumably 
equip all students of business with a basic 
minimum of knowledge in many fields. 
It may be argued that required courses in 
principles of economics and money, credit 
and banking or public finance provide all 
of the background in taxation and fiscal 
policy required of the student majoring 
in accounting. It may also be suggested 
that advanced work in these fields should 
be required of all students who intend to 
specialize in tax accounting. Unfortu- 
nately, the number of essential subjects 
related to different aspects of accounting 
is so large that a similar recommendation 
might be made for many courses and many 
fields. For example, a course in production 
or industrial management might be con- 
sidered indispensable for those planning 
careers in cost accounting. Advanced 
corporation finance might be required of 
those seeking employment with large 
corporations. It would be impossible to 
require all of the courses that might be of 
assistance to the accounting student. 


The Student Advisory System 


The difficulty of requiring major related 
courses might be solved through improved 


| 
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utilization of the advising system. It would 
be possible to develop tailcruade programs 
designed to best fit each student’s needs. 
Such attempts have not proven to be 
successful for several reasons. In the first 
place, very few students have determined 
the specialities in which they wish to 
concentrate in sufficient time for advising 
to be of much use. Secondly, it is seldom 
possible to evaluate the extent of weak- 
nesses in a student’s background or to 
plan so precisely to be able to combine 
ideal groups of courses. For the few whose 
careers can be planned well in advance, 
advising can be of considerable aid. 


The Problem Facing Instructors of Income 
Taxes Today 


Conceding that a knowledge of taxation 
and fiscal policies is essential to the ac- 
countant, it becomes important to deter- 
mine how and when this knowledge should 
be acquired. Should this material become 
part of the course in Federal income tax 
accounting? 

A basic problem facing instructors of 
income taxes today is not what to add to 
the course, but rather, how can existing 
subject matter be covered adequately in 
the time allotted. All too often, topics are 
covered more rapidly than the average 
student is able to absorb them. To make 
room for the more complex problems in 
tax accounting today, many institutions 
have increased classroom hours for income 
taxes from 30-45 hours per term to 60-90 
hours spread over two or more terms. 
Much of the additional time made availa- 
ble has been used to permit better coverage 
of crowded subject matter or to introduce 
additional areas of taxation such as estate 
taxes, social security, tax-planning, etc. 

The question which is raised here is not 
whether more time should be allotted to 
the tax course for the introduction of 
fiscal and taxation policies, but rather, 
whether this area should be covered within 
the framework of existing course content. 


The Primary Objective of the Tax Course 


When all factors are weighed, it seems 
evident that, in spite of the desirability 
of equipping students with an awareness of 
taxation and fiscal policies in government, 
it would be unwise to attempt this task in 
an accounting course in income taxes, 
The complexities of business problems 
facing the tax accountant are such that 
the first responsibility of the tar 
course, and, by far the most important 
obligation, is to train students in the 
application of tax regulations to these 
problems. On the other hand, it seems 
desirable that some consideration should 
be given to inclusion of tax reasoning in 
the course. The addition of what might be 
called a conceptual approach to tax ac- 
counting would at least call the attention 
of students to the need for understanding 
the why of tax accounting as well as the 
how. This could be accomplished without 
expansion or interruption of current course 
structures and without any attempt to 
introduce the more complex doctrines of 
taxation and fiscal policies. 


The Conceptual Approach to Tax 
Accounting 


Tax reasoning is simply an expression 
describing the process of explaining the 
logic (where such exists) behind certain 
tax regulations and the effects of those pro- 
visions upon the business entity and the 
economy. For example, all who teach tax 
accounting attempt to explain the tax 
procedures and regulations applicable to 
non-taxable exchanges. Beyond this, there 
are many who try to develop the reasoning 
behind these provisions. The mechanics of 
percentage depletion are emphasized in 
most tax courses. Of significance to many 
teachers is the impact of these provisions 
upon extractive industries. These are but 
two areas where the student’s breadth of 
understanding can be increased through 
brief exploration of reasons behind specific 
regulations. 


ses 


3 
i 


seems 
bility 
less of 
ment, 
ask in 
taxes, 
blems 
1 that 
tax 
ortant 
n the 
these 
seems 
should 
ing in 
ght be 
AX ac- 
ention 
unding 
as the 
ithout 
course 
to 
ines of 


ression 
ng the 
certain 
se pro- 
nd the 
ch tax 
he tax 
ible to 
, there 
soning 
nics of 
zed in 
many 
visions 
ire but 
dth of 
hrough 
specific 


Tax and Fiscal Policies in Tax Course 97 


How May the Accountant Become Aware 
of Policy Matters? 


The foregoing comments appear to 
introduce certain inconsistencies. On one 
hand, a strong case for understanding of 
taxation and fiscal policies on the part of 
accounting students was developed. It was 
concluded that these matters could not 
be covered within the framework of the 
tax course and still permit the instructor 
to accomplish his major objective. How 
then, will the accounting student master 
the relationship between tax accounting 


and taxation and fiscal policy? 

Many students will never acquire this 
knowledge. They will be satisfied to master 
technical applications of the code. Others, 
through proper advising and foresight in 
selection of elective courses, will co- 
ordinate conceptual aspects of govern- 
mental finance and taxation policies with 
tax accounting. For the majority, however, 
this knowledge must be acquired through 
may years of tax practice, attendance at 
professional meetings and in research in 
the years which follow their formal educa- 
tion. 


| 
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TAX PLANNING AND TAX RESEARCH IN THE 


TAX ACCOUNTING COURSES 


W. E. DICKERSON 
Professor, The Ohio State University 


HE accountant most certainly needs 
some knowledge of tax planning 
regardless of the area of his special- 
ization. In fact, there is much to be said for 
introducing all students of business to 
some of the possibilities of tax control. 
When taxes were few and tax rates low, 
business executives could afford to ignore 
taxes or dismiss them as minor annoy- 
ances. The increased number of taxes and 
the higher tax rates of recent years have 
forced a change of attitude. It is now 
recognized that taxes are an important 
factor in the decisions of business man- 
agement. 

Most business executives are aware that 
there are opportunities to save on taxes. 
The nature of these opportunities is not 
nearly so well known. Consequently, they 
are frequently overlooked and unnecessary 
tax obligations are incurred. Information 
regarding the circumstances that give rise 
to these tax alternatives is frequently 
available to the accountant. If his knowl- 
edge of tax planning is adequate, he can 
render an important service by calling 
attention to the possibilities for minimizing 
taxes. 

It is important that tax-saving op- 
portunities be recognized when they arise. 
While it is sometimes possible to take 
advantage of opportunities which were 
overlooked on an earlier date, the usual 
result of tardy recognition is a lost oppor- 
tunity. In most instances, the original 
action is deemed final for the purpose of 
determining the tax obligation. 

Taxes cannot be neglected because it is 
net income after taxes that is important. 
Where half of the income is paid out in 
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taxes, it is necessary to earn two dollars 
in order to retain one. It follows that a 
saving of one dollar in income tax is the 
equivalent of a two dollar saving in any 
other expense or the earning of an addi- 
tional two dollars of income. 


Instruction in Tax Planning Should Be 
Available 


In view of the importance of tax plan- 
ning in the management of business, it 
seems desirable that instruction in the 
subject be made available to all students of 
business administration. The extent and 
timing of this instruction would depend 
on several things. Among these is the 
matter of prerequisite courses. A knowl- 
edge of both accounting fundamentals and 
the tax provisions which make planning 
desirable are needed in the study of tax 
planning. This fact might delay part of the 
tax planning instruction until quite late in 
the student’s program, in some cases until 
the graduate years. 

The interests and needs of different 
classes of students vary widely and must 
be considered in determining the extent 
and timing of their work in tax planning. 
The future accountant should devote much 
more time to the study of tax planning 
than would be desirable in the case of 
students with other objectives. 


Organization of Tax Planning Instruction 


Organization of a separate course in tax 
planning has a number of disadvantages. 
Inclusion of this subject matter in the 
regular tax accounting courses is a much 
more satisfactory arrangement. Examples 
of tax planning can be studied in connec- 
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tion with the related tax provisions. It is 
also possible to divide the subject matter 
between the several tax accounting courses 
in such a manner as to permit the separa- 
tion of the elementary and advanced as- 
pects and more effectively meet the need 
of different classes of students. 


Introduction to Tax Planning 


Material on tax planning is both 
appropriate and valuable in any or all of 
three tax accounting courses. The intro- 
ductory course should include a brief sur- 
vey of the alternatives which offer op- 
portunity for the control of taxes, and the 
size of the tax savings which may result 
from wise use of these alternatives. This 
survey should go beyond the review of 
elections which are specifically provided 
by the code. For example, it would not be 
difficult to present some of the differences 
in the tax requirements for corporations, 
partnerships and sole proprietorships; 
the advantages of creating additional tax 
entities; the influence of timing of trans- 
actions on the amount of tax payable; 
and the differences which may result from 
modifying the form of transactions. 


Tax Planning in the Undergraduate Pro- 
gram for Accounting Majors 


A broader coverage of the subject is 
desirable for students who expect to be- 
come accountants. Something more than a 
knowledge that important tax saving 
opportunities do exist is needed. The 
accountant should be familiar with the 
circumstances under which such oppor- 
tunities develop, able to recognize the 
alternatives involved, and well informed 
regarding the tax consequences of decisions 
on these alternatives. This is not to say 
that the accountant must be prepared to 
point out the most advantageous course 
of action whenever such a decision is 
required. The assistance of a tax expert 
may be desirable or the services of an 


attorney may be needed. It is the re- 
sponsibility of the accountant to recognize 
and call attention to such tax situations. 

Among the alternatives which are of 
special interest to the accountant are 
those which arise in connection with the 
reporting of business operations. He should 
most certainly be informed regarding the 
tax considerations involved in decisions 
concerning such matters as the adoption or 
change of inventory valuation method, 
the choice of a depreciation method, the 
use of the installment sales method, and 
the election to report income of affiliated 
corporations on a consolidated return. 

If the tax accounting course for ac- 
counting majors includes material on state 
and local taxes, the tax planning aspects 
of that subject should not be neglected. 
There are interesting possibilities for some 
control of property and payroll taxes as 
well as income taxes. 


Tax Planning in the the Graduate Program 


A tax accounting course at the graduate 
level should include a thorough study of 
tax planning. With some previous instruc- 
tion in this subject and in many cases a 
special interest in tax work, the student is 
ready for intensive work on tax planning. 
It is now time for him to learn where to 
look for tax saving opportunities and how 
to take advantage of them. 

Emphasis should be placed on the 
opportunities for tax economy which arise 
in connection with decisions on future 
transactions. Just how pervasive these tax 
matters are can be best indicated by a 
study of examples in various areas of 
business activity. Such a study should 
make it evident that tax control possibil- 
ities are present from the time the business 
is organized until the data of its dissolution 
and that tax considerations enter into 
decisions relating to financing arrange- 
ments, the acquisition and disposition of 
property, production and distribution of 
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merchandise, employee relations, distri- 
butions to stockholders, and reorganiza- 
tions. 

Successful completion of the suggested 
tax planning study requires an extensive 
knowledge of the taxes which affect busi- 
ness. Many tax alternatives exist because 
of technical tax provisions and matters of 
technique may be vital in determining 
whether an alternative is available to a 
particular taxpayer. Additional work on 
some of the more complex provisions of the 
tax code is an essential part of the ad- 
vanced course. 


Text Material on Tax Planning 


Although there is a wealth of written 
material on the subject of tax planning, 
the organization of that material for 
instruction purposes has been neglected. 
This situation is satisfactory for graduate 
level work in this area but it discourages 
the inclusion of tax planning instruction in 
undergraduate courses. 


Tax Research in the Accounting Curriculum 


Research is an important part of the 
accountant’s work in the tax field. Both 
his tax reporting and his tax planning 
responsibilities raise questions which re- 
quire research. Some preparation for this 
phase of tax work should be made avail- 
able to students in accounting. Experience 
in the form of supervised research studies 
would be both enlightening and practical. 
The nature of the work and the knowledge 
of taxes that is a prerequisite place these 
tax research studies in the graduate 
program. However, it is desirable that the 
students in the undergraduate courses in 
tax accounting be required to learn about 
the tax services and have occasion to use 
them. 


Material for Tax Research Studies 
Conditions are favorable for the intro- 
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duction of students to research in the tax 
field. There are many vital and interesting 
questions to solve and the materials needed 
for research are readily available. Most 
university libraries receive and retain the 
publications of both the legislative and 
administrative branches of government. 
Court decisions relating to taxes are also 
on the shelves. The libraries usually sub- 
scribe for several of the tax services. In 
addition, there are the published pro- 
ceedings of the various tax institutes and 
numerous articles on tax topics in the 
various tax, accounting and legal journals, 
The occasions for these research studies 
can be made quite realistic by the use of 
actual cases or adaptations thereof and 
the presentation of the facts in the form 
of tax returns and supplementary in- 
formation obtained from the records of 
the taxpayers. 


Reporting the Results of Tax Research 


With the research problems presented 
in the manner suggested, it is appropriate 
to assign two students to each case, one to 
act as revenue agent and the other as tax- 
payer’s accountant. The results of their 
research can be reported orally in the 
course of informal conferences between 
the two and, unless complete agreement 
occurs, in writing as a revenue agent’s 
report or a taxpayer’s protest. By organ- 
izing the studies in this manner, the 
students gain an insight into the post-filing 
tax work of the accountant as well as some 
experience in tax research. 

In addition to research studies on con- 
troversial points that might arise in con- 
nection with the regular tax reports, the 
student should be required to do research 
on some question that might arise in 
connection with tax planning and to 
prepare a report summarizing the results 
of that research. 
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FEDERAL INCOME TAXATION IN THE GRADU- 
ATE ACCOUNTING PROGRAM 


JEROME J. KESSELMAN 
Professor, University of Denver 


HENEVER the question is raised 

respecting the inclusion and the 

content of any course in any 
program, another more basic issue must 
first be resolved: What are the objectives 
of the program as a whole and how does 
this particular course assist in achieving 
the objective? 

The graduate program in accounting, 
particularly at the Master’s level, should 
be founded on the philosophy that the 
student must be provided with a core of 
courses which are professionally oriented. 
This means that the courses within the 
curriculum should emphasize techniques 
and skills as well as concept and theory. 
This also implies that the materials should 
stress, to a reasonable degree, the applica- 
tion of the concepts developed to practical, 
complex situations. It further assumes 
that there must be a proper balance be- 
tween the management and the practi- 
tioners’ viewpoints and the interrelation- 
ship of the two. Coupled with the above, 
which is the primary objective, there 
should also be an emphasis on research, 
writing and the development of original 
thought. 

The material, which follows, is pred- 
icated on the above concept. 


Background Required 


The graduate course in income taxation 
should presuppose that the student has 
acquired in previous study, or experience, 
the fundamentals of accounting technique; 
that he has a knowledge of accounting 
terms and their meanings and that he has 
the facility to think logically and clearly 
in an accounting frame of reference. He 


should be familiar with the concept of 
determination of income and should be 
acquainted with the basic procedures for 
the valuation of such assets as inventories, 
depreciable property, natural resources 
subject to depletion and amortizable as- 
sets. 

In addition the student should have 
completed a basic study of income taxa- 
tion either at the undergraduate level or as 
as prerequisite to the graduate course. 
This coverage should have included the 
broad aspects of return preparation and 
the fundamental problems of taxable in- 
come as related to the individual, the 
partnership and the corporation. Thus, 
there should be little need at the graduate 
level to discuss such routine matters as 
exemptions, tax rates and tables, inclu- 
sions and exclusions of income, the stand- 
ard deduction, business expenses, deduct- 
ible personal expenses and the like. In fact, 
a basic knowledge of the routine problems 
of return preparation should be taken for 
granted. 


Objectives of the Graduate Course 


Assuming that each student enrolling in 
the graduate course enters with this back- 
ground, the graduate course should be spe- 
cifically directed toward the analysis and 
the discussion of more complex problems 
ona professional level and with professional 
emphasis. The objectives of the course 
should be to expose the student to the 
specialized problems of the tax code; 
to develop in him the capacity to rec- 
ognize them; to make him competent in 
making decisions in respect to them; to 
develop in him an awareness of the need 
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for research in arriving at a conclusion; to 
acquaint him with the research materials 
available and how to use them; and, 
finally, to assist him in the development 
of the scientific method of handling a 
particular problem. 


Course Content 


It is difficult to outline in detail all the 
material which should be covered in this 
type of course; and it is virtually impos- 
sible to describe adequately the narrow 
areas on which emphasis should be placed. 
However, it is reasonably clear that certain 
major topics are indispensable to an 
adequate coverage. Among the principal 
subjects should be the problems of the 
partnership form of organization, includ- 
ing problems of basis, liquidation, change 
in partner personnel, profit and loss dis- 
tributions, and the like. Similarly, the 
problems of the corporate form of organi- 
zation should be covered, including such 
topics as measurement of income, gains 
and losses, reorganization, dividends, liq- 
uidation, basis, related taxpayers, con- 
trolled corporations, unreasonable ac- 
cumulations, loss carry-overs, and similar 
matters. 

Other subjects which should be covered 
are those problems frequently found in 
the preparation of estate tax returns, 
estate income tax returns, gift tax re- 
turns, other fiduciary return problems and 
procedural matters, such as collections, 
assessments, rulings, compromise agree- 
ments, and the like. 

Throughout the presentation of these 
topics, the issues involved in tax planning 
and the tax effects of managerial decisions 
should be given special attention. Also 
the coverage should be in depth, going 
beyond the code and regulations to rulings 
and pertinent cases and pointing up 
matters of controversy caused by con- 
flicting decisions or lack of clear inter- 
pretations. 
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Teaching Approach 


The instructor in the classroom should 
present the material through a group 
discussion approach. Lectures should be 
avoided as much as possible. 

The instructor should use one of the 
regular tax services as the primary reading 
materials for the course. However, fre- 
quent assignments should be made in such 
collateral sources as the code itself, the 
regulations, case materials, and the other 
major releases of the revenue service. 

Coupled with the reading assignments, 
the instructor should employ a problem 
approach. There should be frequent as- 
signments of problems selected to ac- 
complish several purposes. Some should be 
chosen to do little more than develop 
mechanical skill in making computations 
and in locating pertinent sections in the 
code itself. Others should be designed to 
require some research in the rulings, the 
cases, and other collateral sources. Still 
others should be selected to aid in develop- 
ing the student’s ability to make decisions 
between alternative approaches to the 
situation. Finally, others should be in the 
nature of short case problems in which the 
student must study the facts, isolate the 
issues and arrive at a conclusion based on 
his judgment and on his analysis of the 
situation. This latter type of assignment 
should emphasize the managerial approach 
to the matter of taxation. 

Generally, examinations should be of 
the “open book” type. Situations should 
be presented which require the student to 
search the code or the text materials being 
used in the course. Naturally, not all the 
items on the examination need necessitate 
extensive search. Many should be such as 
would be readily at the command of the 
student. However, an important aspect of 
the testing procedure should be an 
emphasis on the need for the student to be 
able to locate pertinent code provisions 
readily. 
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Conclusion 

The nature, scope and presentation of 
the graduate course in income taxation 
should be such as to permit the student to 
become proficient, in a professional sense, 
with the complex problems of tax practice 
and to develop in him an ability to analyze, 
research and render an opinion in respect 
to them. Such matters as the use of the 
tax on income as a revenue producing 
source; the differences between the man- 


agerial determination of income and the 
statutory measurement of income as a 
tax base; and similar problems might well 
be referred to as the course develops, 
but they should be given a position of only 
incidental importance in this course. 
Certainly these matters are important, 
but they should be adequately treated in 
other courses, which make up a well- 
rounded curriculum leading to the appro- 
priate degree. 


| 
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FIXING “FIXED ASSETS’ 


FRANK A. SINGER 
Associate Professor, University of Massachusetts 


COUNTING REVIEW an article entitled 

“The Relative Importance of Fixed 
Assets” by Harold G. Avery conveys 
some interesting information about 
changes since 1937 in the financial struc- 
ture of American corporations—at least 
probably it does! Professor Avery’s study 
includes many of the same corporations in 
both periods, and he has doubtless taken 
pains to rework his data into homogeneous 
classifications for the purpose of com- 
parison. His comparisons are significant 
if his classifications are consistent both 
within and between companies. 

But the purpose of this discussion is not, 
in any sense, to undertake a critique of 
Professor Avery’s work. The appearance 
of his article did, however, suggest that 
there was some importance in an untidy 
situation which was discovered in a study 
made by this author.* Doubtless Professor 
Avery knows what “fixed assets” are, but 
the author must admit to being uncertain. 
Doubtless the reader has a clear concep- 
tion of “fixed assets,” but is it the same 
conception as that of Professor Avery? 
Certainly many will make the intended 
interpretation. However, it is equally cer- 
tain that many will not. Nor will the 
group who take another meaning for the 
term be less knowledgeable or profession- 
ally unsophisticated. It is not the naiveté 
of some non-specialists with which this 
discussion is concerned. The writer’s un- 
certainty about the term stems from a 

1H. G. Avery, “The Relative Importance of Fixed 


Assets,” THe Accountinc REview, July, 1956, 
pp. 435-438. 


I’ the July, 1956, issue of Tue Ac- 


2 F, A. Singer, A Summary and Evaluation of Selected 
Terms of Variable Usage in Financial Accounting, un- 
published doctoral dissertation, Indiana University 
(Bloomington, Ind., 1955). 
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knowledge that there is much disagree- 
ment among the profession as to what it 
includes. 

This author’s study—mentioned above 
—covered current accounting textbooks 
and the principal periodical literature of 
the profession back as far as the year 1930, 
and included, among many other terms, 
“fixed assets.” It was found that profes- 
sional writings included the following 
several types of definition for the term in 
question: 

1. “Fixed assets are assets of a rela- 
tively permanent nature used in the 
operation of the business and not intended 
for sale.’”* 

2. “A balance-sheet classification de- 
noting capital assets other than intangibles 
and investments in affiliated companies or 
other long-term investments.’”4 

3. “Fixed Assets—land and depreciated 
values of plant and equipment; non- 
marketable securities, or securities of 
necessity held permanently; and intan- 
gible assets such as deferred charges, good 
will, etc. The last group, however, is 
omitted when ratios are developed on a 
tangible asset basis.’”® 

4. “In general, this section comprises 
all assets which are written off to opera- 
tions over a relatively long period of 
years.’”® 

5. “The assets that are excluded from 
the current asset section may all be in- 


*H. A. Finney, General Accounting (New York, 
Prentice-Hall, Inc., 1941), p. 255. 

4E. L. Kohler, A Dictionary for Accountants (New 
York, Prentice-Hall, Inc., 1952), p. 179. ; 

5 J. C. Crandell, “Ratios Available for Financial 
~~ ae N.A.C.A. Bulletin, Aug. 1, 1936, pp. 1350- 
1351. 


®°G. W. Collins, Intermediate Accounting (New 
York, The Ronald Press Co., 1946), p. 161. 
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cluded in another group called the non- 
current or the fixed assets.’” 

The definitions are listed in descending 
order of frequency of usage. The first 
definition is by far the most frequent, 
appearing just over one-half of the time. 
The least frequent definition appeared a 
little less than ten per cent of the time, 
and about one-fourth of the authors, like 
Professor Avery, felt no necessity for 
clarifying their meaning. 

The differences here are differences in 
the scope of the fixed assets category, al- 
though every definition excludes those 
assets which would be classified as “‘cur- 
rent.” However, the definition which 
makes use of this common characteristic, 
definition 5, is the one least frequently 
found. All of the definitions display one 
of two general tendencies. The definitions 
tend either to set up categories for per- 
manent investments or intangibles as 
separate from the current and fixed asset 
categories, or they tend to include one or 
both within the fixed asset group. The 
first definition, by the implication of the 
phrase “used in the operation of the busi- 
ness,” excludes from the category the 
permanent investments. Definition 2 
would exclude in addition the intangible 
assets presumably included in Definition 1. 
Definition 3 includes both of these cate- 
gories in fixed assets and seems to agree 
with Definition 5 except in its failure to 
make clear that certain deferred charges 
should be included under current assets. 
By limiting fixed assets to those which are 
“written off,” Definition 4 excludes the 
permanent investments, some intangibles, 
and (a unique feature) land on which the 
business facilities are located. It is clear 
that the classification of non-current 
assets is unlikely to be consistent. 

This situation makes certain that com- 
munications will be somewhat garbled be- 


’D. H. Mackenzie, The Fundamentals of Accounting 
(New York, The Macmillan Co., 1951), p. 293. 


tween many of the readers or listeners and 
those who address them, if these latter 
neglect specifically to reveal their intended 
usage. However, with respect to a single 
set of financial statements this variable 
usage has little significance. The question 
is entirely one of how the balance sheet 
should be organized. No definition implies 
that there should be inclusions or exclu- 
sions from the balance sheet which would 
be different from any other definition. 
No amount of any asset would be differ- 
ent under one fixed asset definition or an- 
other. The preparation of a balance sheet 
forces, in effect, the selection of one of the 
definitions. The income statement is un- 
affected by a choice of classifications. 
Still, it would be better if the non-agree- 
ment did not, since it need not, exist. Let 
us seek to establish a standard definition 
for the term. 

Such a definition will be arbitrary, but 
there is no arbiter. Therefore any recom- 
mendation must have a logical appeal 
which has some hope of securing a com- 
mon consent. One possible solution is to 
select Definition 1 on the grounds that it 
appears more. frequently than all of the 
others combined. Another possibility is to 
consider the implications of phrases which 
are considered to be, at least sometimes, 
synonyms for the term. “‘The terms Capi- 
tal Assets, Fixed Assets, Plant Assets, and 
Permanent Assets are frequently used in- 
terchangeably.”’* There appears to be no 
consistency in the implication of these 
various quoted synonyms. This suggests 
that there is no advantage in seeking an 
alternative term. One might take as a 
point of departure the agreement that 
the income statement is of primary im- 
portance and note that this statement will 
be affected only by the amortization of 
balances of the accounts which will com- 
prise the bulk of this category. Perhaps 


8 H. Knust, “Accounting for Fixed Assets,” V.A.C.A. 
Bulletin, May 15, 1931, p. 1544. 
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one should agree with Definition 4 and 
limit the category to those assets which 
will be “written off.” In other words 
“ .. plant costs applicable to future ac- 
tivity are essentially a form of ‘deferred 
charge’ and should be recorded in the 
balance sheet under an appropriate cap- 
tion.’ 

Rather than agree with any of these, 
this author is impressed by the charac- 
teristic, set forth in Definition 5, common 
to all of the definitions. It is agreed that 
fixed assets include none of the items 
which should be classified as current as- 
sets. Let the definition assert no more. 
Current assets are identified chiefly by 
the period within which they are used. 
Adoption of Definition 5 would create a 
clear dichotomy for all assets, classifying 
them according to a single criterion. Ad- 
ditional categories, implied by the defini- 
tions of fixed assets which exclude some 
non-current assets, could not be distin- 
guished by this same criterion. Therefore 
it seems reasonable to make these other 
categories, such as intangibles and invest- 
ments, sub-classifications under fixed as- 
sets. The term “plant” or “plant and 
equipment” would not then be synony- 
mous with “fixed assets,” but would ac- 
curately designate the group contemplated 
by Definition 2. It seems wise to dispose of 
the term “permanent assets” because the 
bulk of fixed assets could not possibly 
meet the implied characteristics. If these 
sense-making recommendations are 
adopted, misunderstanding should be re- 
duced to a minimum. 

It would appear that two objections to 
this recommendation are likely to be 
made. The first of these is that we have 

® W. A. Paton and A. C., Littleton, An Introduction 


to Corporate Accounting Standards (Chicago, American 
Accounting Association, 1940), p. 81. 
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recommended the usage which is pres. 
ently least general. In reply, two points 
may be urged. First, the recommended 
definition would omit none of the assets 
which any of the other definitions would 
include. This is not true of any other of 
the definitions. Secondly, and most sig. 
nificantly, all of the sources of the recom- 
mended definition are of recent publica. 
tion. It would appear that some few au- 
thors have recognized the problem and 
solved it for themselves. May this not 
be—indeed, ought this not be—the begin. 
ning of a trend? 

The second objection may be that de. 
fining fixed assets as merely “non-current 
assets” would cause the omission from 
the balance sheet of certain valuable sub- 
classifications. It is not, however, the 
author’s wish to exclude from the balance 
sheet such designations as Plant and 
Equipment, Investments, or Intangibles; 
nor does he wish to minimize the im- 
portance of differences which have led to 
their separation in balance sheet classifi- 
cation. Neither does it seem necessary to 
insist that every balance sheet carry the 
heading ‘Fixed Assets” with these other 
groups as sub-classifications—though this 
would, of course, be proper. Fixed Assets 
might be regarded as a comprehensive 
term which need not be explicitly repre- 
sented on a financial statement but which 
distinguishes, collectively, those assets 
which have no bearing on working capital. 
The concern of this recommendation is 
for achieving a single, acceptable standard 
definition by avoiding the employment of 
“Fixed Assets” as a category which would 
exclude some non-current assets and 
thereby imply that it is possible to dis- 
tinguish three or more asset classifications 
in terms of a consistent criterion. 
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OBSERVATIONS OF AN AMERICAN COST 
ACCOUNTANT ABROAD 


W. H. Wricut 
Professor, San Diego State College 


HE cost accountant visiting Europe 

and England today is struck by the 

tremendous revival in industrial 
production that is taking place. Along with 
this a highly competitive worldwide situa- 
tion is developing, resulting in a keen 
interest in any procedure that will increase 
eficiency. As a result there is a lively inter- 
est in automation. American office and 
bookkeeping equipment companies are 
finding a ready market for their products. 

There is an increasing interest in the 
evolution of accounting procedures. Ac- 
countants are interested in improvements 
that are taking place in other countries as 
well as in developing ideas of their own. 
The schools and colleges are assisting in 
training accountants who are aware of 
these developments in other nations and 
interested in improving the practice of 
accounting in their own country. The 
adult part-time courses, as well as the 
regular full-time college courses, are very 
popular. 

An excellent example of this coopera- 
tion between business and the colleges and 
the interest with which European colleges 
are following world-wide developments is 
the Copenhagen School of Economics and 
Business Administration. Courses are of- 
fered to regular students or to those who 
have full-time jobs and must attend early 
morning or evening classes. Graduates 
qualify for a diploma of graduation or the 
degree of Master of Commerce. Their 
students, and in particular those in cost ac- 
counting, keep abreast of the develop- 
ments in their field. 

They study not only their basic texts 
written in Danish, but also references 
written in German and English. Several 


American as well as British books are on 
their reading list. The School is very proud 
of the fact that it maintains a membership 
in the N.A.C.A. thus making its bulletins 
available to their students. 

England is faced in particular with a 
highly competitive international situa- 
tion. There is, therefore, a lively interest 
in anything that will improve industrial 
efficiency. As a result there is to a greater 
extent than elsewhere a desire to uncover 
new avenues of improvement in account- 
ing procedures among educators and prac- 
ticing accountants, and to upgrade the 
standards of education of the accounting 
profession including industrial account- 
ing. Between the colleges and the account- 
ing profession there is a fine spirit of co- 
operation. The City of London College is 
an excellent example of this liaison be- 
tween industry and the colleges. Not only 
are the basic courses in accounting and 
cost accounting offered, but in addition 
there are made available specialized courses 
of interest to the Institute of Chartered 
Accountants, Society of Incorporated Ac- 
countants, Association of Certified and 
Corporate Accountants, and the Institute - 
of Cost and Works Accountants. Special- 
ized courses are offered in such subjects 
as Costing and Mechanized Accounts, 
Practice of Standard Costs, Advanced 
Cost Accounting, and Budgetary Control. 

Accountants and educators are discuss- 
ing much the same topics as American ac- 
countants and educators, and here is 
brought out an interesting study in 
semantics. The English accountant speaks 
of Marginal Costing, and this should not 
be confused with what the economist 
labels Marginal Costs. This latter concept 
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is very similar to that which the cost ac- 
countant labels Differential Costs. The 
American accountant labels his approach 
to the subject Direct Cost Accounting. All 
of these have certain elements in common. 

The English accountant with his Mar- 
ginal Accounting, and the American with 
his Direct Costing, have apparently inde- 
pendently found practically the same 
answer to certain accounting problems. 
They have both developed a system which 
disregards the allocation of fixed expenses. 
In fact, the English accountant in discuss- 
ing Marginal Costing will say that Mar- 
ginal Cost is the Direct Cost and consists 
of the cost of the material, the labor, and 
the variable expenses that can be directly 
charged to production. A complete de- 
scription of the English viewpoint can be 
found in Marginal Costing by Lawrence 
and Humphreys.! 

When the economist uses the term 
Marginal Cost he means the amount by 
which the total costs are increased if one 
more unit is produced, or the amount the 
total cost is decreased if one less unit is 
produced. The accountant is applying this 
procedure when he sets up a variable budg- 
et. The difference between his costs at 
different levels of production are his dif- 
ferential costs and correspond in general 
to that which the economist labels mar- 
ginal costs. Both the economist and the 
accountant would say that the business 
man will continue to produce until the 
cost of producing one more unit is equal 
to the revenue from the sale of that unit 
or until the marginal cost is equal to the 
marginal revenue. 

Accounting practices vary a great deal 
in Europe and in England. Some are very 
efficient and equal or surpass anything to 
be found in the United States. Others are 
still in the period so graphically described 
by Charles Dickens. In general it might 


1F. C. Lawrence and E. N. Humphreys, Marginal 
Costing, Macdonald and Evans, London, England, 1947. 
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be said that where the industrial processes 
used are modern, the accounting pro. 
cedures are also modern. 

Standard Costs are generally accepted 
as the proper procedure to follow. About 
half of the industrial concerns which have 
developed cost accounting as a means of 
cost control use Standard Costs in some 
manner or other, in the opinion of those 
accountants who are in a position to speak 
with authority. These standards vary a 
great deal in their reliability just as they 
do in the United States. In some cases 
they are based on the experiences of the 
past and are not thus necessarily a meas. 
ure of efficiency. Others can correctly be 
labeled Standard Costs because they are 
determined after thorough engineering 
studies. In the opinion of the writer, a 
Standard Cost system should result in 
statements that are a measure of the 
efficiency of production. If they merely 
compare one period with another they 
should be labeled Comparative State- 
ments, and if the standards are based on 
experience, which may be very inefficient, 
they should be labeled Estimated Costs. 

Many an accountant in the United 
States and in England will confess that 
the system he uses is in reality not Stand- 
ard Costs, even though he has been using 
that designation. Standard Costs do, how- 
ever, occupy a prominent place from a 
theoretical as well as a practical viewpoint, 


both in the literature and in public discus | 


sions. The colleges feature standard costs 
as a part of their program of instruction. 
Many industrial establishments use very 
modern accounting systems employing 
standard costs. 

The period preceding World War I was 
marked by increasing industrial competi- 
tion between nations. Germany and the 
United States were beginning to cut into 
the monopoly that England had attained 
in the world markets, because they were 
using improved techniques of production. 
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American Cost Accounting Abroad 


Cost accounting was beginning to be recog- 
nized in those countries, but this was not 
true to the same extent in England. 

The war demonstrated the need for ac- 
curate cost records. If England was to re- 
gain its position among the industrial 
nations, it was recognized that measures 
of efficiency must be established. There 
must be set up improved procedures for 
control of materials and supplies, wages 
and salaries, and overhead costs. Histori- 
cal costs must be supplemented by budg- 
etary control. The need for the services 
of the cost accountant was apparent. 
This required the services of an individual 
who had capabilities far above those of a 
clerical assistant who merely collected 
and summarized cost data. 

In 1919 a group of practicing cost ac- 
countants met and decided that steps 
should be taken to raise the standard of 
the vocation to that of a profession. The 
result was that in 1922 the Institute of 
Cost and Works Accountants was char- 
tered, and the members were designated as 
Associates. Its purpose was to raise the 
level of the practice of cost accounting by 
setting up standards for membership, ex- 
changing information among its members, 
fostering research, etc. It was also felt that 
the practice of cost accounting had ad- 
vanced beyond the mere accumulation of 
facts, and that it was a tool of manage- 
ment. The term Cost Accounting was 
much too narrow. The accountant was 
an adviser and a participant in manage- 
ment, and he must present his facts in 
such a manner that they would be a basis 
for determination of management policy 
as well as a measure of industrial effi- 
ciency. Originally the members were 
designated as Associates, but it was felt 
that recognition should be given to the 
fact that greater qualifications are re- 
quired for those who ‘“‘would fit into the 
senior accountancy positions” and who 
would be able to accept the “highest re- 
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sponsibilities now confronting the ac- 
countant in industry.” Hence in 1951 the 
Council of the Institute of Cost and Works 
Accountants decided to award in addition 
its Fellowship as a degree in Management 
Accounting. 

The institute has grown rapidly from a 
membership of 188 in 1920 to 4,676 at the 
end of 1954. There were 7,089 who took 
the examinations on the various levels for 
the Associateship in 1954 and 2,759 passed. 
Four hundred of these completed the final 
test. There were 99 who presented them- 
selves as candidates for the Fellowship in 
Management Accountancy and 17 were 
successful. Those who pass the Associate- 
ship examination are privileged to indicate 
after their names the letters: ACWA, and 
those who pass the Fellowship examina- 
tion the letters: FCWA. 

Those who desire to qualify for member- 
ship in the Institute must first pass three 
sets of examinations. First there is the 
Preliminary Examination in such general 
educational subjects as: geography, Eng- 
lish, history, literature, mechanics, physics, 
chemistry, electricity, Latin and a Euro- 
pean language. There is a variety of meth- 
ods by which the candidate who has the 
necessary educational background may be 
excused from these tests. 

The Intermediate Examination is pro- 
fessional in character and consists of two 
parts. The first covers: 

1. Industrial Evolution and Management 

a. The Evolution of Modern Industrial 
Organization 
b. The Nature of Management 

2. Economic Aspects of Industry and Com- 

merce 

3. Commercial Practice, Official Management 


and Business Methods 
4. Bookkeeping and Accounts 


The second part covers: 


1. Production Methods and Services 
2. Cost Accountancy 


The final examination is also profes- 


| 
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sional in character and is also in two parts. 
The first part includes: 
1. The Management—Factory and Distribu- 


tions 
2. Advanced Accountancy 


The second part includes: 


1. The Legal Aspects of Industry and Com- 
merce 

2. Statistical Method 

3. Advanced Cost Accountancy 


After the satisfactory completion of these 
examinations, the student is eligible for 
membership in the Institute, if he is 21 
years of age, has had at least three years’ 
practical experience in cost accounting, 
and is engaged in cost accounting at the 
time of making application. The char- 
acter of this experience must be approved 
by the Institute. 

In recent years the Institute has felt, as 
indicated above, that there was ‘“‘need for 
a postgraduate qualification” in the ac- 
countancy profession in industry. This 
would have two advantages. First it would 
give recognition to those accountants who 
are skilled in the accountancy of manage- 
ment and are applying their knowledge in 
industry. Second it would encourage the 
members of the accountancy profession to 
gain the background, experience, and 
training to be able to discharge the func- 
tions of an industrial accountant. As a re- 
sult, the Fellowship in Management Ac- 
countacy was set up, and is open to those 
who are Associates of the Institute or 
members of certain other accounting so- 
cieties. In order to qualify for the Institute 
Fellowship the candidate must: 

1. Pass the written examination 

2. Be at least 26 years of age 

3. Have at least five years experience either in 

a responsible position in Management Ac- 
countancy or as a practicing consultant 

4, Be engaged at time of application in a re- 

sponsible position in Management Ac- 
countancy or be a practicing consultant 


Fellowship examination in Manage- 
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ment Accountancy covers the following 
topics: 


. Management—Factory and Distribution 

. Statistical Method 

. Advanced Cost Accountancy 

. Company Law 

. Management Accountancy 

. Economic Aspects of Industry and Con- 
merce 


The Institute has received the active sup- 
port of industry in the development of 
the program. Several companies have re- 
quired that their juniors be candidates 
for membership. Some have set up formal 
programs to assist them and others have 
allowed released time to attend classes, 
and study for the examinations. Many 
companies have programs that give the 
candidates a broad and valuable work ex- 
perience such as will qualify them for 
membership in the Institute. Then of 
course the certificates are of considerable 
help in securing certain positions, and in- 
deed are required in many instances. 

The schools and colleges, including 
many which are publicly supported, have 
also given enthusiastic support to the 
program. In August, 1955, there were 144 
Commercial and Technical Colleges that 
had notified the Institute that they would 
provide classes in some or in all of the ex- 
amination subjects. Many prefer to pre- 
pare by taking correspondence courses and 
there are several schools that cater to this 
group. The schools and colleges recognize 
the value of the certificates for their own 
faculties and a large proportion of their 
instructors possess them. 

The Olympic Games are under way as 
this is being written. It is very apparent 
that if the United States is to maintain 
its position of leadership that it must im- 
prove its athletic standards. The indus- 
trial accountant as he travels through 
Europe and England and visits the offices 
and schools is struck with a thought that 
is somewhat parallel. If the United States 
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js to maintain its industrial leadership, it 
must continue to improve its industrial 
procedures, and cost accountants must 
be constantly on the alert if they are to 
do their part. In the beginning the United 
States gained most of its ideas as to ac- 
counting procedures from England. Our 
first texts on auditing and the mathe- 
matics of finance followed the examples 
set for them by English texts. Then for a 
time Americans seemed to lead in the de- 
velopment of new ideas in accounting and 
office practices, the invention of office 
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machines, etc. Today England is setting 
an example to the rest of the world in its 
efforts to raise the standard of accounting 
practices and in giving recognition to the 
contributions of accountants to industry. 
The English colleges and universities are 
taking a leading part in this development. 
Several delegations of English accountants 
have visited the United States and their 
profession has profited. American indus- 
trial accountants and American college ad- 
ministrators could well profit by a visit to 
Britain. 


__| 
|| 
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REPORT OF THE ANNUAL CONVENTION 


R. C. Cox 
Secretary-Treasurer 


HE 1956 annual meeting of the 

American Accounting Association 

offered an ideal opportunity to com- 
bine a first-class vacation trip with the 
meeting of friends and members of the 
Association. It was held on August 27, 
28, and 29 in Seattle, Washington, with 
the College of Business Administration, 
University of Washington, as hosts. 

Special activities included a boat trip 
across Puget Sound and a salmon bake 
held at Illahee State Park on Monday 
afternoon and evening. A tour of the Boe- 
ing Airplane Company manufacturing 
facilities was made on Tuesday evening. A 
boat trip to Victoria, B. C. and return was 
featured on Thursday. The ladies program 
included tours of the campus, Arboretum, 
and visits to the Floating Bridge, Volun- 
teer Park, Seattle Art Museum, with 
luncheons and entertainment at the Seat- 
tle Tennis Club and the Sorrento Hotel. 
Activities of the children included visits to 
the waterfront area, Old Curiosity Shop, 
frozen fish aquarium, a submarine an- 
chored in Lake Union, and lunch at Ivar’s 
Acres of Clams. 

The morning sessions of the convention 
program were devoted to the topics of 
Faculty Development and the Tentative 
Statement of Cost Concepts Underlying 
Reports for Management Purposes. In 
the afternoons, round tables were held on 
the following subjects: 

1. National Income Accounting 

2. Report of the Commission on Stand- 
ards of Education and Experience, 
and Professional Education in Ac- 
counting 

3. What an Employer Expects of the 
College Graduate 


4. Current Graduate Programs in Ac- 


counting 
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5. Accounting and Financial Control, 
Department of Defense 

6. Management Services by Public 
Accounts 

7. The Place of Electronic Data Proc. 
essing in Accounting Instruction 

8. The Content of the C.P.A. Exami- 
nation 

9. Current Problems in Teaching In- 
come Tax Accounting 

10. Use of Visual Aids in the Teaching 

of Accounting. 
At the luncheon on Tuesday, Mr. 
Charles Meredith Harris, President of the 
Board of Regents of the University of 
Washington, made a welcoming address 
and Dixon Fagerberg, Jr., Vice-President 
of the American Institute of Accountants, 
spoke on the subject “Why Accounting?” 
At the business meeting and luncheon 
on Wednesday, with President John A. 
White presiding, brief reports were given 
by the Editor regarding THE ACCOUNTING 
REviEw, by the Secretary-Treasurer re- 
garding finances and membership statis- 
tics, and by the Director of Research con- 
cerning the Association’s activity in this 
regard. The report of the Committee on 
Nominations (Russell H. Hassler, S. Paul 
Garner, Thomas W. Leland, Frank P. 
Smith, and Sidney G. Winter) was pre- 
sented by Chairman Hassler: 
President—C. A. Moyer, University of 
Illinois 

Vice-Presidents—Elmer G. Beamer, 
Haskins & Sells, Cleveland; Arnold W. 
Johnson, New York University; Her- 
bert E. Miller, University of Michigan 
Secretary-Treasurer—Carson Cox, Ohio 
State University 

Editor of THE ACCOUNTING REVIEW— 
Frank P. Smith, University of Michi- 
gan 
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Report of the Annual Convention 


Director of Research—Ralph L. Boyd, 
Portland State College 

A motion was made from the floor and 
carried accepting the report of the Com- 
mittee on Nominations and instructing the 
Secretary-Treasurer to cast a unanimous 
ballot for election of the above-named per- 
sons. 

President White reviewed his activities 
during the year, and also summarized the 
work of Association committees. A mo- 
ment of silence was observed in memory of 
those members of the Association who had 
died since August 31, 1955. 

The report of the Committee on By- 
Laws (Charles J. Gaa and Frank P. Smith) 
was made by Chairman Gaa: 


Proposed Amendment 


Section III of the by-laws now states, in part, 
“The officers of the Association shall be a Presi- 
dent, three Vice-Presidents, a Secretary-Treasurer, 
an Editor, and a Director of Research.” 

The Committee on By-Laws hereby moves 
that this portion of Section III be amended to 
tread: “The officers of the Association shall be a 
President, four Vice-Presidents, a Secretary- 
Treasurer, an Editor, and a Director of Research.” 


Justification for the Amendment 


The proposed amendment raises the total of 
Vice-Presidents to four, by adding one new Vice- 
President. An additional Vice-President will 
facilitate the operation of the American Account- 
ing Association, because the business of the Asso- 
ciation and the duties of its officers have expanded 
$0 greatly in recent years that they have become 
burdensome to the present number of members of 
the Executive Committee. 

The other portions of the By-Laws which per- 
tain to the election of officers and their duties and 
the composition and operation of the Executive 
Committee are not changed. 


This motion was seconded from the floor 
and passed on a voice vote. 

After the banquet on Wednesday eve- 
ning, President White introduced the mem- 
bers of the Committee on Convention Ar- 
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rangements, the Ladies’ Program Com- 
mittee, and the persons seated at the 
speakers’ table, including President-Elect 
C. A. Moyer, who made a brief acceptance 
speech. 

Highlight of the banquet session was 
the presentation to Donald P. Perry, 
Lybrand, Ross Bros. & Montgomery, 
Boston, of the Alpha Kappa Psi Award 
for making the greatest contributicn to 
the accounting profession during the past 
year. The presentation was made by Pro- 
fessor Edward G. Eriksen of Wayne Uni- 
versity. 

President White then asked Professor 
Arthur M. Cannon to preside during the 
entertainment part of the program, which 
featured Hawaiian dances and songs by a 
Japanese vocalist. 

The Association is greatly indebted to 
the Committee on Arrangements and the 
Ladies’ Program Committee for the ex- 
cellent facilities and arrangements made 
for us. We would like to express our sincere 
appreciation to all the staff members of the 
College of Business Administration, Uni- 
versity of Washington, and especially to 
the Committee members listed below: 

Professor and Mrs. Fletcher O. Johnson 

Professor and Mrs. James R. Bentley 

Professor and Mrs. Kenneth B. Berg 

Professor and Mrs. Harry Blyth 

Professor and Mrs. Grant I. Butter- 

baugh 

Professor and Mrs. Arthur M. Cannon 

Professor and Mrs. James M. Courtney 

Professor and Mrs. William E. Cox 

Professor and Mrs. Frank H. Hamack 

Professor and Mrs. Kermit O. Hanson 

Professor and Mrs. Charles N. Henning 

Professor and Mrs. Arthur N. Lorig 

Professor and Mrs. Julius A. Roller 

Professor Walter S. Palmer 

Professor Lauren M. Walker 
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THE TEACHERS’ CLINIC 


A. B. CARSON 


Eprror’s Note: This section of THe AccounTING REvieEw is devoted to matters of particular interest to account 
ing instructors. The contribution of articles bearing on the nature and purpose of various types of accounting 
education, or dealing with techniques of accounting instruction, is invited. Address all correspondence to A. B. Car. 
son, School of Business Administration, University of California, Los Angeles 24, California. 


RESEARCH AND PUBLICATION BY THE ACCOUNTING FACULTY* 


SIDNEY DAVIDSON 
The Johns Hopkins University 


The major problem confronting ac- 
counting education in the next decade and 
a half is almost certain to be that of de- 
veloping adequate teaching staffs. That 
this need for accounting teachers will de- 
velop is incontrovertible. The careful 
study made by Dr. John P. Lewis for the 
American Association of Collegiate Schools 
of Business indicates that business school 
enrollments in 1970 will be well over 
600,000, perhaps as high as 1,000,000 
students, contrasted with the present 
310,000. Using the lower estimate for 
1970, he suggests that the number of new 
business faculty members that must be 
added in the next fifteen years to meet 
the needs of expansion and replacement is 
twice as large as the present business 
teaching staffs. 

If these same percentages of increase 
hold for accounting teachers, we will need 
more than 4,000 new accounting teachers 
to supplement, and to replace retirements 
from, the present number of approxi- 
mately 2,000 to 2,500 full-time accounting 
faculty members in colleges. There is 
every reason to expect that accounting 
staff needs will keep pace with those of 
the other business fields. While percent- 
age growth in the number of accounting 
majors may be somewhat lower than in 


* This paper was presented at the annual meeting of 
The American Accounting Association, Seattle, August 
28, 1956. 

1 Faculty Requirements and Faculty Supply in Col- 
legiate Business Teaching, American Association of Col- 
legiate Schools of Business, 1955. 
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other fields, it is likely that graduate pro- 
fessional education in accounting with its 
lower faculty-student ratio will be stimu. 
lated by the fine report of the Commission 
on Standards of Education and Experi- 
ence. Then too, the transfer rate of ac- 
counting teachers to business employment 
is characteristically higher than that in 
other areas, so replacement needs are 
greater. The major problem then is where 
will more than 4,000 new accounting fac- 
ulty members come from and what role 
should they play in accounting research. 
Securing this number of new account- 
ing staff members in the next fifteen years 
is certain to be a most formidable task, 
and I am not optimistic about meeting it 
in time. The staff problem is one of the 
major concerns of this Association, and a 
new committee of the Association is study- 
ing the problem. An indication of the 
importance attached to the problem is the 
fact that all members of the committee 
are either past presidents or current or 
past vice presidents of this Association. 
There have been two heartening signs 
in this area that have come to my atten- 
tion recently. One is the increase in the 
number of graduate scholarships and fel- 
lowships being offered for those who plan 
to enter accounting teaching—the William 
A. Paton Accounting Fellowships at the 
University of Michigan, established to 
honor the greatest name in accounting 
education, are but one example of this. 
The other encouraging sign is the growing 
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evidence that the public accounting profes- 
sion views this prospective teacher short- 
age as a genuine threat to the profession, 
and is willing to do its part in seeking to 
stimulate the recruitment and training of 
new faculty members. 

Perhaps with this added financial sup- 
port, Dean Grether’s all too appropriate 
comment at Arden House may yet need 
revision. He said there that there is “An 
acceptance still in universities of the tradi- 
tional view of a subsistence plane of living 
for graduate students. Penurious living 
and penny pinching during the period of 
graduate study apparently should provide 
the appropriate apprenticeship for the 
academic standard of living!” 

Another suggestion, non-financial in 
nature, that has sometimes been put forth 
for dealing with this impending crisis in- 
volves a relaxation of the emphasis on 
research and publication by staff mem- 
bers. This view suggests that if advance- 
ment did not depend so greatly on research 
and publication, many additional, com- 
petent teachers would be attracted to the 
college classrooms. I have grave doubts 
about this suggestion and I would be 
most reluctant to see its general adop- 
tion. Since my term of office as Director 
of Research has ended, this is not an ex- 
pression of concern from a man who fears 
technological unemployment, but grows 
instead out of my strong feeling of the 
need for and importance of research in 
accounting and its close relationships to 
effective teaching. 

A familiar story pretty well sums up 
the need for continued efforts in account- 
ing research. An old backwoods funda- 
mentalist minister was lecturing his flock 
on the need for staying on the straight and 
harrow path to salvation, warning them 
that if they strayed too far they would 


* Faculty Requirements and Standards in Collegiate 
Schools of Business, American Association of Collegiate 
Schools of Business, 1956, p. 72. 
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fall off the edge of the flat world into inky 
nothingness. This was too much for the 
local college student and after the sermon 
he told the minister that the world wasn’t 
really flat, it was round. To clinich his 
argument he added, “If the world’s flat, 
what holds it up?” The minister replied 
quickly, ‘“There’s four big poles, one at 
each corner, to hold it up.” The student 
thought for a moment and then asked, 
“But what do the poles rest on?” The 
minister looked him straight in the eye and 
said, “I been waiting for some smart-alec 
college kid to ask me that. The poles don’t 
rest on nothing, they go all the way down.” 

There is still much of our basic account- 
ing thought that “don’t rest on nothing, it 
goes all the way down.” We’ve come by 
constant repetition to accept a substantial 
portion of earlier practice, developed to 
meet an altogether different economic 
environment, as the basic gospel of ac- 
counting. There is a continuing need for 
a close re-examination of many of our 
accounting concepts, re-examination in 
terms of the economic, social and institu- 
tional conditions that prevail today. Our 
notions of asset valuation, realization 
criteria, and income determination, to 
name but a few topics in financial account- 
ing, are seriously in need of basic recon- 
sideration. The entire area of management 
accounting is still in its development stage. 
Vast amounts of work remain to be done 
in developing a rationale for Federal 
government accounting. Accountants must 
soon begin to play an enlarged role in the 
development of social accounting. 

Much of this vitally needed research 
can only be done in the universites. Al- 
though the research staffs of the Institute 
and the NACA, to name but two organiza- 
tions, have done impressive work in many 
areas, they are too closely tied to what is 
practical and immediate to meet the true 
research needs of the accounting art. 
Sewell Bary put it well when he said: 
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“The least practical idea thought of today is 
often the most practical in execution tomorrow. 
A hankering after short term results depresses 
rather than gives birth to ideas. It seldom brings 
forth the best that a meditative imagination can 
provide. The art of accounting which had moulded 
itself upon the solution of expedient issues is pe- 
culiarly prone to this temptation, and this is one 
of the reasons why accounting research is best 
pursued in universities, for then it is away from 
the claims of current practices.’” 


Only in the research program of the uni- 
versity scholar is there likely to be suf- 
ficient emphasis on basic and long-run 
factors as opposed to short-run and applied 
considerations. 

Then too, the freedom of expression 
granted to academicians makes it possi- 
ble for them to expouse views which may 
be unpopular with substantial groups in 
the business community. Academic free- 
dom, in its truest sense, imposes the re- 
sponsibility upon researchers to publish 
the results of their findings without re- 
gard to the effect of the findings upon 
specific interests affected. If logical and 
consistent accounting theory demands 
certain procedures, if the “general welfare 
is promoted” by certain governmental 
policies with regard to accounting, then 
it is the duty of the academic researcher 
to say so, if his findings indicate that this 
is the case. Accounting writers drawn from 
the universities have abided by this high 
tradition in such writings as those offering 
strong opposition to LIFO, in criticism of 
percentage depletion in the tax laws, and 
in opposition to replacement-cost de- 
preciation calculations. (I must confess 
that I disagree with the last of these 
views if it opposes calculations that are 
part of an overall index-number adjust- 
ment of the accounts, but it cannot be 
denied that the view opposing adjustment 
has been presented with independence 
and vigor.) 

In insisting upon a prominent place for 


* The Accounting Mission, Melbourne University 
Press, 1951, p. 59. 


The Accounting Review 


research and publication in the develop. 
ment of faculty members, it is probably 
not enough to point to the vital need for 
additional research, research that cap 
best be done by faculty personnel. There 
is, however, another, a more important, 
reason for stressing research in the ac. 
counting teacher’s work load. It is simply 
that active, current research enriches a 
faculty member’s teaching in a way un- 
equalled by any other activity. 

Research vitalizes the teacher, it stirs 
his imagination. And “imagination,” as 
Whitehead has said, “‘is a contagious dis- 
ease. It cannot be measured by the yard 
or weighed by the pound and then de- 
livered to the students by members of the 
faculty.’’* It can only be communicated by 
faculty. members who themselves wear 
their learning, their training, with imagi- 
nation. 

The dictionary describes research as “a 
careful and diligent study, a critical and 
exhaustive inquiry.” The diligent aad crit- 
ical consideration of a topic enlarges the 
teacher’s horizons and stirs his mind. This 
eagerness, this imaginative approach can- 
not help but be sensed by his students and 
only the poorest of them will not be in- 
fected by his enthusiasm. 

One problem, though, is the signifi- 
cance of the topic being considered. Too 
often there is expressed the view that re 
search must be undertaken on previously 
unconsidered topics, in virgin areas, iD 
order that the research may lead to “an 
original contribution to knowledge.” Fre- 
quently the topic has not been considered 
previously simply because it was not worth 
consideration. Research need not and 
should not be concerned with minutiae and 
trifles. To re-examine critically topics of 
importance, revealing the uncertainties, 
the changing views on the subject, qualifies 
as research in its truest sense. 

The need for this continual probing 


4 A.N. Whitehead, The Aims of Education and Otha 
Essays, Macmillan, 1929, p. 145. 
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and searching anew to enliven our thinking 
and our teaching was emphasized by 
Whitehead in a striking pair of sentences. 
“Knowledge,”’ he said, ‘‘does not keep any 
better than fish. You may be dealing with 
knowledge of the old species, with some 
old truth, but somehow it must come to 
the student, as it were, just drawn out of 
the sea and with the freshness of its im- 
mediate importance.’ 

It is usually the teacher who is actively 
engaged in research that captures the in- 
terest and attention of his classes. It is he 
who gives his students a picture of what 
accounting is and what it may hope tr. fe. 
It is he who by his creative interprete .on 
and disciplined analysis attracts people of 
intellect into our profession of teaching 
accounting. It’s true that higher salaries 
for professors might help him in this 
attraction process, but they are unlikely 
to ever be a sufficient reason for entering 
the academic ranks. The eager and ex- 
ploring thinker, the stimulating and stir- 
ring teacher is the one who puts the ac- 
counting program across. 

The teacher who brings accounting to 
life is likely to do so on the basis of re- 
search experience. Practical accounting 
experience may be helpful, but it is my 
feeling that we are frequently inclined to 
over-rate its value, except as it relates to 
courses in auditing and, perhaps, those in 
cost accounting and accounting systems. 
In the courses that are the keystone of 
accounting training—principles at the 
elementary, intermediate, or advanced 
level—the ability to interpret basic no- 
tions is all important. These basic ideas, 
even though they may have been con- 
sidered before, must “be wrestled with 
anew by each new generation so that the 
old truths and errors can again acquire 
the freshness of a catch just drawn from 
the sea.” 

A difficult problem is posed by the 
faculty member who does the careful and 


Ibid., p. 147. 
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diligent study that we describe as re- 
search but then does not publish the re- 
sults of his findings. To quote again from 
Whitehead: 

“For some of the most fertile minds composi- 
tion in writing, or in a form reducible to writing, 
seems to be an impossibility, In every faculty you 
will find that some of the more brilliant teachers 
are not among those who publish. Their original- 
ity requires for its expression direct intercourse 
with their pupils in the form of lectures, or of per- 
sonal discussion. Such men exercise an immense 
influence; and yet, after the generation of their 
pupils has passed away, they sleep among the 
innumerable unthanked benefactors of humanity, 
Fortunately, one of them is immortai—Socrates. 

“Thus it would be the greatest mistake to esti- 
mate the value of each member of a faculty by the 
printed work signed with his name... 

“But, when all such allowances have been 
made, one good test for the general efficiency of a 
faculty is that as a whole it shall be producing in 
published form its quota of contributions of 
thought. Such a quota is to be estimated in weight 
of thought, and not in number of words.’”* 


The effectiveness or efficiency of a 
faculty is indeed difficult to measure, and 
I would not deny the important faculty 
fuction performed by the non-writing 
researcher. However, I think he is likely 
to be a relatively “rare bird.” For the 
great majority of faculty members, it 
seems to me that we must continue to 
emphasize the place of research and pub- 
lication in their programs. Only by this 
procedure can we hope to have accounting 
remain a vital and stimulating force in 
business education and management. 

Since independent inquiry into a sub- 
ject freely chosen is the very essence of 
research, it would be presumptuous of me 
to suggest specific research topics to you. 
It is clear, however, that there are cer- 
tain areas in which additional work is 
sorely required. 

The publication of the Jones and Mason 
volumes on price level adjustments, with 
a third volume by Jones to follow, should 
serve as a stimulus to additional work in 


6 Ibid., pp. 148-149. 


|| 
evelop. 
obably 
eed for 
at can 
There 
ortant, 
he ac- 
simply 
ches a 
ay un- 
it stirs 
n,” as 
us dis- 
e yard 
en de- 
| of the 
ted by 
wear 
imagi- 
as “a 
al and 
id crit- 
res the 
. This 
h can- 
| 
— 


118 


this area. Prices are showing signs of 
stirring again and it is important that a 
conceptual framework for dealing with 
their change be developed in a period of 
relative calmness. Otherwise we will be 
faced by another flood of ill-considered 
schemes for dealing with an immediate, 
urgent problem—schemes like LIFO, that 
is, that gnaw away at the logical and 
orderly framework of accounting. 

Price level problems have served to 
emphasize again a topic that has not re- 
ceived the attention it deserves, neither 
in accounting literature nor in corporate 
annual reports. I refer, of course, to the 
problem of charting the flow of funds. 
There have been many notable brief ex- 
cursions into this area, but what is needed 
is the publication of a comprehensive 
evaluation and synthesis of present think- 
ing on the subject, leading to a further 
development of this method of presenta- 
tion. 

We are moving certainly and inevitably 
in the direction of greater emphasis by 
government on the preparation of sector 
and economy-wide financial reports—an 
emphasis on systems of social accounting. 
Funds flows on an aggregative basis are 
one important aspect of such systems and 
any re-evaluation of funds statements for 
the enterprise should bear this new use in 
mind. Similarly, we will increasingly be 
faced by the need for integrating the 
data of the business firm into the national 
accounts, and there is a vast, open field 
for accounting study here. 

The field into which the greatest 
amount of accounting research effort has 
poured recently is that of management 
accounting. The “Tentative Statement of 
Cost Concepts” prepared by this Associa- 
tion’s Committee on Cost Concepts and 
Standards is one of the most fruitful of 
those research efforts. However, it needs 
amplification and exemplification and I 
am hopeful that substantial research 
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activity will build on that Statement. 
One new tool in management account- 
ing study goes under the name of opera- 
tions research. Efforts to define operations 
research in a precise way are fruitless, but 
perhaps it can be summarized as a study 
of the entirety of a complex problem by a 
mixed team of specialists from several 
areas usually employing sophisticated 
statistical or mathematical techniques. I 
have spent a portion of the last year work- 
ing as a part of such a team studying news- 
paper composing room operations. As 
many of you may know, the newspaper 
industry is faced by technological and 
industrial relations conditions which make 
effective control of operations difficult. 
Partly as a result of this, there has been an 
alarming shrinkage in the number of 
metropolitan dailies. A large cooperative 
group of newspapers (the Institute for 
Newspaper Operations) determined to 
study this problem by the mixed team 


approach. Our group was composed of an’ 


engineer with considerable printing ex- 
perience, an industrial engineer, a statis- 
tician, an industrial psychologist, and an 
accountant. After considerable study and, 
I must confess, a substantial number of 
difficulties, we developed a cost analysis 
and cost control approach which I think 
will be most helpful—an approach which 
would not have been possible without the 
specialized research backgrounds of the 
several participants. I am confident that 
there are many similar opportunities for 
joint research by this method in which 
accounting will play an important role. 
These are but a few suggestions of the 
many research opportunities that are open 
in accounting. It is only by participating 
in some such research activities that we 
make our contributions to faculty effec- 
tiveness and keep our teaching fresh and 
vigorous. Accounting has been a dynamic 
art and it is up to faculty research and 
publication to keep it so. 
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TEACHING ACCOUNTING BY TELEVISION 


Sam M. WooLsEy 
Pennsylvania State University 


Can accounting be taught successfully 
by television? A tentative answer to that 
question is provided by an experiment 
conducted at Pennsylvania State Univer- 
sity during a recent semester. The para- 
graphs that follow describe the factors 
that caused the experiment to be under- 
taken, the way in which it was conducted, 
and a measure of the results obtained, to- 
gether with an indication of the cost of 
such instruction. 


THE NEED FOR TV COURSES 


The scarcity of qualified teachers— 
which is expected to become more acute 
in the years ahead—is the basic reason 
for offering any course by television as 
opposed to conventional methods. In most 
instances where television has been used 
the instructor is able to teach a greater 
number of students by this method than 
he could by conventional methods. If this 
medium of instruction can be shown to be 
just as effective, then to a certain extent 
the problem of teacher shortages is nearer 
a solution. 

The decision to experiment with the 
offering of courses by television at Penn 
State was encouraged by a grant from the 
Ford Foundation’s Funds for the Advance- 
ment of Education. Since the first teach- 
ing was done in the spring of 1955 under 
the joint sponsorship of the Psychology 
Department and the Chemistry Depart- 
ment, a total of thirteen different courses 
have been offered by closed-circuit tele- 
vision. A course in elementary accounting 
was given for the first time in the spring 
of 1956. As far as can be determined, this 
attempt is the first in the nation to teach 
a full semester course in accounting by this 
medium.! 


‘The University of Houston has previously offered 
accounting by open-circuit television. 


At Pennsylvania State University ele- 
mentary accounting is offered at the 
freshman level and may be taken in the 
fall, spring, or summer terms. During the 
semester under review approximately 310 
students registered for the course. The 
television section had about two hundred 
students while three conventionally-taught 
classes each had from thirty to forty regis- 
trants. One of the latter classes was taught 
by the same instructor who taught the 
television class, another by a full-time 
teacher with considerable teaching experi- 
ence, and the third by a graduate assistant 
who was teaching for the first time. 


ORGANIZATION AND TEACHING METHODS 


A standard, widely-used textbook was 
employed for all sections of the course. It 
is felt, however, that any of several recog- 
nized elementary accounting texts would 
have been equally adequate. 

Fifteen students were in the originating 
room where the instructor presented the 
lesson which was picked up by two televis- 
ing cameras. This room also had a re- 
ceiving set which could be seen by the 
instructor and the fifteen students in the 
room. 

Each of two classrooms had two re- 
ceiving sets for use by the forty students 
in each room. In a larger room the lecture 
was presented to about one hundred stu- 
dents via six receiving sets. The maximum 
distance of any student from a set was 
approximately twenty-two feet. Two grad- 
uate students acted as proctors, roll takers, 
etc., during the lecture period, one spend- 
ing his full time in the large room while the 
other divided his time between the two 
smaller rooms. 

A typical day’s session began with the 
instructor saying “Good morning” or 
making some other friendly remark. (Stu- 
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dents like to see the teacher smile once in 
awhile.) The instructor then gave the 
assignment of problems and/or reading 
material for the following meeting. Then 
the students were helped in checking the 
problem work that they were expected to 
turn in that particular day. Certain check 
figures such as totals from a special journal, 
trial balance totals, or totals from a desig- 
nated schedule or statement were given. 
This information was written on the 
blackboard before the class started. While 
the TV cameras were transmitting the 
information to the receiving screens, the 
instructor read the figures aloud and made 
comments about them. The more difficult 
transactions or situations were explained. 
In preparation for the day’s lesson the 
instructor had looked over the problem 
which he was to assign and had picked 
out the more difficult items that were 
likely to trouble the student. For example, 
he might help the students analyze a 
troublesome transaction and show (via 
the blackboard) exactly how to make a 
particular journal entry or how to present 
a given item on the financial statement. 
Up to this time about fifteen minutes 
would have been spent. The remaining 
time was generally used to present new 
material. As any teacher of accounting 
courses well knows, in a conventionally- 
taught class a large portion of the class 
period is spent in using the blackboard. In 
a class taught by television eighty to 
ninety per cent of the images the student 
sees will be some form of visual teaching 
rather than just seeing the instructor while 
he lectures. Besides material written on 
the blackboard, the television camera will 
pick up and show very clearly any printed, 
hand-written, or typed material. It is 
possible to type out in advance certain 
journal entries, financial statement, or 
other information which often cannot be 
written on the blackboard during a normal 
class because of the lack of time. For ex- 
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ample, the instructor can give some discus. 
sion on a transaction and the screen 
will show the journal entry typed out in 
good form. The students can then see the 
instructor posting the entry to “T” ac 
counts. In presenting larger forms such 
as work sheets and special journals the 
instructor can show material already 
worked out (hand-written) on standard 
columnar paper. As an alternate method 
of teaching, certain items such as a work 
sheet may be presented on a large sheet of 
gray art paper (20X54 inches). The stu- 
dent will see initially the columns properly 
headed and the trial balance. Then by 
gradually revealing certain new figures the 
teacher actually works out the work sheet 
before the students’ eyes. 

Although not used to any great extent 
it is possible to show films, slides, and film 
strips. Also by the use of a suitable pro- 
jection device it is possible for the televi- 
sion screen to show the instructor writing 
on a regular-sized sheet of paper. 

One disadvantage of teaching by televi- 
sion as opposed to conventional methods 
is that, under most conditions, the con- 
versation is one way. There can be no 
discussion or answering of the students’ 
questions.2, However, before the class 
starts the instructor can determine some 
of the questions that should be answered 
by asking the fifteen students in the orig- 
inating room what questions they have 
concerning accounting theory or the prob- 
lem at hand. Also the students in the re- 
ceiving rooms can be encouraged to write 
out questions to be given to the instructor 
before the class starts. An experienced 
teacher will know what points are most 
difficult for the student to get and he will 


? During the last two weeks of the course a two-way 
communicating device was installed between the origt 
nating room and the two small rooms. Students’ ques 
tions and comments were heard in all rooms on the 
system as well as by the instructor. The students 
thinking was somewhat stimulated by the process, but 
the instructor’s lecture was slowed down. 
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repeat explanations and more fully illus- 
trate these items. 

At Pennsylvania State University the 
accounting student attends three lecture 
periods per week and has a laboratory 
period once a week. During the laboratory 
period (which is supervised by the grad- 
uate assistant proctor and/or the instruc- 
tor) the student has the opportunity to 
get help on the more difficult problems 
and questions. 


EFFECTIVENESS OF TV TEACHING 


One measure of the effectiveness of 
teaching by television is by seeing how 
well students do on their monthly and 
fnal examinations and by looking over 
their daily work. Satisfactory results were 
obtained on each of the monthly examina- 
tions. The same final examination covering 
the entire course was given to the televi- 
sion group and to each of the three con- 
ventionally-taught classes. The papers for 
all sections were graded uniformly. Some 
measure of the effectiveness of television 
teaching was obtained by comparing the 
scores made by the television group and 
by the class taught by the same instructor 
who handled the TV group. (No figures 
are given for the other two conventionally- 
taught classes because such a comparison 
would reflect differences in the effective- 
ness of the different teachers rather than 
the effectiveness of the method of teach- 
ing.) 

Taste I 


Comparison oF Resvuitts oN 
BETWEEN TELEVISION CLASS AND REGULAR CLASS 


Television Regular 
Class Class 


Data Relative to Final Exami- 
nation Raw Scores: 
69 68 
Arithmetic mean of scores. . . 
Range of scores (Possible range 
of scores, 100 points)...... 93 79 
Modal class of scores........ 
Per Cent failing final examina- 
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Table I shows certain data relative to 
the raw scores obtained by students in 
the television class and those in a con- 
ventionally-taught class. 

Perhaps one might conclude that the 
better students can do as well or better in 
TV classes as they could in normal classes, 
but the poorer students get hopelessly 
lost in television classes, probably because 
they are not personally supervised. 


ATTITUDE OF STUDENTS 


Students as a whole have been slow to 
accept television as a desirable medium of 
teaching. Opinions as to its effectiveness 
range all the way from those who vio- 
lently dislike the method to those who 
think it is superior to conventional meth- 
ods. Students in the accounting class 
without identifying themselves answered 
a questionnaire concerning their personal 
feeling on the way the course was pre- 
sented. Eighty-six per cent of them thought 
the pace of presenting new material was 
about right. Most of the remainder be- 
lieved that it was too fast. Ninety per 
cent considered that the lecture and dem- 
onstration was well organized. Eighty- 
seven per cent of the students felt that the 
teacher’s method of presenting instruc- 
tional material was satisfactory (eleven 
per cent considered it oversimplified). As 
t> the readableness of certain material 
presented on TV, ninety-seven per cent 
thought the blackboard work was legible 
while ninety-two per cent said that other 
material (printed, typed, and hand-written 
items and diagrams) was legible. To learn 
the course forty-three per cent of the stu- 
dents relied most heavily upon textbook, 
twenty-seven per cent on the instructor’s 
lecture, and most of the remainder on a 
combination of lecture, textbook, and 
laboratory. 

Apparently there was a feeling of gen- 
eral acceptance of the television method of 
teaching elementary accounting. 
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TELEVISION EQUIPMENT AND COSTS 


Any institution considering the offering 
of courses by television will naturally be 
interested in the costs of equipment and 
the man power needed to operate the 
system. The information which follows 
relates to the system used to present the 
material to the accounting classes. The 
same system was employed to present ten 
other courses during the semester. 

The equipment used consisted of a dual- 
camera vidicon television system. Each 
camera was equipped with three lenses so 
that varying areas could be covered from 
a given camera position. These two cam- 
eras with the associated power supplies, 
control units, switching unit, synchroniz- 
ing generator, and all related accessories 
cost from $13,000 to $17,000. To this cost 
must be added the cost of lighting, a 
sound system, television receivers, and 
coaxial cables. These items used in the 
classrooms where the accounting course 
was received are estimated to have cost 
about $4,000. Thus, the total system is 
valued at from $17,000 to $21,000 de- 
pending on the model of the cameras 
used. 

In operating the Penn State system four 
people are usually employed at any one 
time. First, there is a staff technician who 
adjusts the camera controls, directs the 
camera operator, coordinates with the in- 
structor, and selects the pictures which go 
to the classrooms. Students are employed 
to operate the two cameras, and a student 
engineer is on duty to check the adjust- 
ment of the receivers and to take care of 
any minor troubles that develop during 
the operation of the system. 


CONCLUSIONS 


It is very doubtful if a course taught by 
television is superior to a small class 
(thirty students) taught in the conven- 
tional manner by an experienced teacher. 
But it is possible to contend that an ac- 


counting class taught by television by a 
competent teacher is better than any one 
of the following situations: 


1. A large class of 100 or more taught by an 
experienced teacher. (Most students could 
not read the blackboard.) 

2. A regular-sized class taught by an inexperi- 
enced teacher. 

3. The inability of the student to take the 
course because of the lack of sufficient 
sections. 


In some ways—especially in regard to 
the ability to present printed and typed 
material—television instruction is superior 
to the conventional method. The major 
disadvantage of television is that the 
teacher has little personal contact with 
his students. The inability to answer 
questions and to carry on a discussion is a 
definite drawback. It is felt, however, that 
the normal student who wants to learn 
can do as well by taking the course by 
television as by conventional methods. 

There appears to be little doubt that the 
shortage of accounting teachers will con- 
tinue to grow and that professional 
salaries are likely to continue at a level 
that makes it difficult to attract enough 
competent persons to the teaching profes- 
sion. The use of television in teaching basic 
multi-section courses is a possible solution 
to the problem. Pennsylvania State Uni- 
versity has several extension centers 
scattered throughout the state. There is 
the possibility that accounting could be 
televised to these centers simultaneously. 
Other institutions may be able to follow 
a similar procedure. 

Another distinct possibility is the 
broadcasting of the lessons by open-circuit 
as well as closed-circuit. In this way people 
could take the course by correspondence 
and yet receive the same lecture that the 
regular university student receives. The 
University of Houston has reported good 
success with open-circuit television lessons 
in accounting. 

Finally, there is the possibility of film- 
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ing an entire course in accounting which 
could be shown by kinescope in small 
schools lacking adequate staff or which 
could be televised from any educational 
television station in the country to stu- 
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dents who want to take the course by 
correspondence. 

Teaching courses by television is new. 
It seems reasonable to predict that the 
practice will grow. 


AN OUTLINE AS AN AID IN TEACHING TAX 
ACCOUNTING FOR PROPERTY 


GERALD D. BRIGHTON 
University of Illinois 


The subject of the tax basis of property 
and the related subject of gains or losses 
on disposals are probably the most difficult 
subjects for most students in an introduc- 
tory income tax course. Students tend to 
become rather badly lost among the maze 
of general rules, exceptions, and exceptions 
to exceptions which cover the various 
situations. As a result, one of the principal 
services which an instructor must render 
is that of sorting and guidance so that stu- 
dents will not give undue attention to the 
unusual situations at the expense of losing 
sight of the usual. 

With that in mind, an outline has been 
developed for use in the introductory in- 
come tax course at the University of Il- 
linois. Obviously, an outline cannot be a 
substitute for a tax text. This outline, 
however, makes three contributions: 


1. Considerable sorting of main points, a dif- 
ficult problem for students. 

2. Substantial rearrangement of material into 
transaction categories more familiar to 
accounting students than the legal cate- 
gories (substituted basis, etc.) used in the 
two leading Federal Tax textbooks. 

3. Introduction of the usage of journal entries 
to work out basis related to gain or loss 
recognized for tax purposes. (This seems 
particularly appropriate since normally ac- 
counting texts stress the “accounting 
theory” entries rather than tax entries, 
while the Federal Tax texts are written 
primarily from a legal, rather than an ac- 
counting, point of view.) 


The outline currently used has six 
parts though some thought is being given 
to expanding the treatment to include 
other subjects such as, for example, capital 
assets. The main parts of the present out- 
line are as follows: 


I. General concepts and comments. 
II. Basis of property acquired by purchase. 
III. Basis of property acquired by exchange 
for other property. 
IV. Basis of inherited property. 
V. Basis of property received by gift (or by 
transfer in trust). 
VI. Conclusion and caveat. 


The approach is to stress the general 


‘rule first. For example, with reference to 


II above, the first point made for pur- 
chased property is that basis generally is 
cost. Then exceptions and special cases 
are brought in, taking care to emphasize 
that they are exceptions or special. For 
example, purchase at less than fair market 
value by an employee from his employer is 
sometimes treated as an exception to the 
general rule. The forgiveness of pre-1913 
gains on property purchased before March 
1, 1913 is an exception. Among the special 
cases covered are: 


1. Lump sum purchase. (This is an appropriate 
place to introduce non-taxable stock divi- 
dends and stock rights which fundamentally 
are a part of a lump-sum purchase of stock.) 

2. Property purchased for personal use which 
is later converted to income purposes. 

3. New personal residence purchased following 
sale of old. 
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4. Property purchased to replace property in- 
voluntarily converted. 


5. Stock purchased in connection with a “wash 
sale.” 

6. Property purchased from a “closely related 
interest” resulting in a disallowed loss to the 
seller. 


Where appropriate, journal entries are 
used to help explain the treatments. The 
outline itself is not complete in this re- 
spect. Accordingly, in the class discussion 
considerable time is spent on this phase. 
For example, in the case of an involuntary 
conversion related to, say, a fire, one can 
start by recording cost and depreciation 
on the original property. Then an entry 
can be made for the insurance settlement 
with the resultant “fire gain” or “‘fire loss.” 
Then in making the entry for cost of re- 
placement in, say, a case in which there is 
a “fire gain” a special tax rule must be 
considered for the first and only time in 
the whole series of entries. Such a book 
“fire gain” will be recognized for tax pur- 
poses only to the extent money is left over 
after replacement, and if the taxpayer so 
elects even such a realized gain will be 
forgiven for the time being. Obviously the 
taxpayer’s decision as to recognizing gain 
will and should be reflected in the basis 
of the replacement property. In showing 
this in a journal entry, the amount of cash 
cost is known and can be credited, the 
amount of “‘fire gain” already recorded is 


adjusted, if necessary, by debit to leave 
the correct balance for recognized gain, and 
finally the correct debit for the basis of 
the new property is ‘forced”’ in the entry, 
If the correct tax-recognized gain is re- 
corded, correct basis simply follows from 
the proper usage of double-entry book- 
keeping. 

This same idea carries over to “tax-free” 
and other exchanges. If the correct basis or 
adjusted basis of the old property ex- 
changed, correct “boot,” and correct 
“recognized” gain (or loss) amounts are 
used, correct basis of the new property 
received in the exchange is “forced” in the 
entry. Journal entries can be used to ad- 
vantage in almost all of the cases. 

The outline has been given to the stu- 
dents after they have already had one or 
two days on basis material and have 
struggled with it for a while. This may or 
may not be the best procedure; the out- 
line itself and the method of using it are 
still in an experimental, evolutionary 
stage. 

The use of the outline has not produced 
any startling improvement in student 
comprehension of the material covered. 
Many still remain confused. However, 
there is evidence that on equivalent ex- 
aminations, grades have been somewhat 
improved (perhaps about five or more 
points) over scores in past semesters be- 
fore the outline was used. 
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PAPER GRADING—AN ACCOUNTING INSTRUCTOR’S DILEMMA 


Kermit C. Moss 
Southern Staie College 


An accounting instructor’s work is com- 
parable to that of the football coach. The 
coach can teach his players the theory of 
football and get them to understand his 
diagrams but unless he conducts regular 
scrimmages, he will never develop a foot- 
ball team. 

The scrimmage for a student of account- 
ing consists of the assigned problems, the 
workbook, and the practice set. Within 


limits, the more of this type of work he. 


does, the better he understands the sub- 
ject at hand. He can watch the lecturer or 
the blackboard demonstrator with appar- 
ent attention, and through it all be think- 
ing of the charms of his date last night, 
but if he has to take a given problem and 
grapple with it, there must be some con- 
centration on the subject, and through 
this concentration he learns. 

So it seems that it would be desirable for 
the student to work several problems in 
connection with each chapter. If this is 
done and the student is to get the maxi- 
mum benefit, the papers should be graded 
carefully with each error clearly marked. 
Ideally, the graded papers should be re- 
turned to the student at the next class 
meeting, at which time the points missed 
by most students should be explained 
thoroughly. Every student should have a 
chance to learn why his solution was in 
error, if it was. 

All of this involves much paper grading, 
and as Hamlet put it, “Ay, there’s the 
rub.” What accounting instructor has the 
time to do so much for his students? Is 
teaching to be one continuous round of 
paper-grading, or should there be time for 
consideration of teaching techniques, prep- 
aration of classroom materials, the reading 
of current literature, research, student 


interviews, and the many other activities 
that logically should form a part of the 
instructor’s routine? 

Apparently many instructors fail to 
face up to the situation. They recognize 
the desirability of the scrimmaging, but 
have found no satisfactory way to handle 
the grading problem. Often the instructor 
at least implies that the paper are being 
graded, but the students suspect that they 
are not. Their suspicions are occasionally 
confirmed by the finding of unmarked 
papers in the wastebasket outside the in- 
structor’s office. When this happens, the 
students tend to lose respect for the 
teacher, making his teaching less effective. 

The instructor is faced with a dilemma: 
he knows that he ought to have the scrim- 
mages, but if these are frequent he can’t 
do all of the necessary paper-grading with- 
out sacrificing necessary coaching. What is 
the answer? Several suggestions follow. 
Some of them fall short of the ideal, but 
they offer the possibility of an escape from 
the dilemma. 

In a situation where objective tests are 
effective (and, in the opinion of the writer, 
they can form a useful part of the testing 
program in most accounting courses), and 
in certain types of problem tests much time 
can be saved by having the students grade 
their own papers. It seems desirable to go 
over the test thoroughly with the students 
at the next class meeting anyway, so there 
is no loss of classroom time if the students 
grade their own papers. A few of the papers 
may be graded before they are returned to 
the students, with notations made on 
separate papers indicating the points 
missed. No marks should appear on the 
paper itself. The number out of a given 
group to be graded in this way will vary 
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with the class and the judgment of the 
instructor. If it is felt that some students 
will play the odds, occasionally it might be 
well to grade the whole group. Usually, 
however, once the system gets underway 
and is understood by the students, it is 
necessary to grade very few, if any, of the 
papers. The mere fact that they may have 
been graded before they were handed out 
is enough to restrain a student who is 
tempted to give himself a better mark than 
he earned. Of course, out of fairness, the 
system should be explained to the students 
before it is used. 

What happens when a student takes a 
chance and gets caught? That again de- 
pends on the judgment of the instructor 
and whether or not he has set up rules to 
cover such a case. The writer has used this 
technique many times. Only one student 
was ever caught trying to take advantage 
of it. He left the class and could not be 
persuaded to return. 

This same system also can be used to 
advantage where advanced students are 
employed as graders. Students are likely 
to be more loyal to other students than 
they are to faculty members, and there is 
considerable temptation for the grader to 
boost the grades of fraternity brothers and 
other friends. The grader or reader can be 
restrained from such favoritism by the 
knowledge that some of the papers may 
have been graded already, and he can 
satisfy those who would put pressure on 
him for preferential treatment by explain- 
ing the risk involved. 

Another way of making the grading load 
lighter is to grade on a sampling basis, pick- 
ing at random only a few papers from a 
group, and basing the student’s grade for 
all of the papers on the scores made on the 
few that are graded. For example, wait 
until, say, ten papers are turned in by a 
student and take three or four of his 
papers from the stack, letting the grade 
achieved on these represent the grade for 
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all ten. If this system is used, however, it 
follows that all problems not graded 
should be explained thoroughly in class, or 
at least to the extent necessary to assure 
that most students understand the prin. 
ciples involved. 

If the students understand from the 
beginning that this sampling method is to 
be used, respect for the instructor is main- 
tained. It is suggested, however, that this 
method should be employed only on papers 
that are given relatively small weight in 
determining the student’s course grade. 

Still another way of decreasing the ® 
grading load that has proven to be effec. 
tive involves the use of what may be called 
the “lab quiz.” All instructors are inter. 
ested in good preparation, and there is 
something magic about the word “quiz” 
that encourages preparation by the aver- 
age student where nothing else will. The 
system works this way: By the use of a 
schedule of assignments indicate those 
problems from which the lab quiz problem 
or problems will be selected. Schedule 
enough problems so that, along with class- 
room discussion and blackboard or pro- 
jector presentation, there will be complete 
coverage of the chapter. Let it be assumed 
that there are five problems at the end of 
a chapter. The instructor might schedule 
1, 3, and 4 for the lab quiz, and give a 
blackboard demonstration of the other 
two. Then, when the time arrives for the 
lab quiz, announce the one problem to be 
solved. Permit the student to use his text 
freely, but set a time limit that will allow 
very little or no time for review. The idea 
is to virtually force the student to be ready 
to solve any one of the three problems ina 
minimum of time. In order to do so, he 
must have worked them before he comes 
to the quiz. He can solve his paper prob- 
lem by buying two workbooks, as many 
students do, or by doing his preparatory 
work on regular columnar paper. (The 
student is asked to leave the workbook 
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space for scheduled problems blank until 
the lab quiz problem is designated.) Some 
students may attempt to substitute pre- 
paratory work for that done during the 
quiz, but this is not likely to be a serious 
problem. If necessary, the blank forms 
can be stamped by the instructor at the 
beginning of each quiz. 

If it takes only thirty minutes for the 
quiz, the question arises as to what use is 
made of the remaining laboratory time. 
With a two-hour laboratory period the 
first thirty minutes can consist of a ques- 
tion and answer period in which particular 
points on scheduled or other problems are 
discussed and clarified for students who 
have had difficulty in solving them. The 
quiz can be given during the second half- 
hour. Students who are doing good work can 
be permitted to leave at the conclusion of 
the test. The remainder of the class may be 
required to remain for whatever appears to 
be needed in the way of exercises and drill. 

This system limits the grading to one 
paper per week per student during the 
regular session, and achieves rather com- 
plete coverage of the material. Since the 
work is performed under testing condi- 
tions, considerably more than the usual 
weight on laboratory problems toward the 
final grade appears to be justified. This 
encourages the student to work hard for 
the quiz grades, which prepares him for 
the less-frequent regular examinations. 

Since the practice set is often an im- 
portant part of the instructional material 
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and takes a great amount of the student’s 
time, the writer feels that it should figure 
positively in the grading picture; that is, 
it should be given some weight in deter- 
mining the final course grade. Students 
like this better than the old system of 
nothing for performance but a penalty for 
non-performance. One plan that seems to 
have merit involves the use of an examina- 
tion on the practice set, with the examina- 
tion grade counting heavily toward the 
total points allowed. The plan encourages 
self-reliance, since the student that copies 
or has someone else do the work for him 
will suffer at examination time. 

In conclusion, it seems fair to say that 
it is of primary importance to have a 
grading plan that includesall papers turned 
in by the student, and to see that the 
papers are returned within a short time. 
The average student appears to feel that 
no purpose is served by having him turn 
in papers that are not considered in deter- 
mining his course grade. His feelings about 
this compare to those of the soldier who is 
required to dig holes and immediately fill 
them up. As previously noted, this does 
not mean that every paper has to be 
graded, but only that all papers should 
form a part of the grading plan. Finally, 
grading loses much of its value unless the 
corrected papers are returned to the stu- 
dent while the material is current. If the 
instructor expects students to present 
papers promptly, fairness imposes the 
obligation to return them promptly. 


PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the first half of the examination 
in accounting practice on November 7, 1956. 

The candidates were required to solve Problem 1; any two of Problems 2, 3 and 4; 
and any two of Problems 5, 6 and 7, The total weight assigned to this section of the 
examination was 50 points and the examiners point out that the suggested time allow- 
ances given below are closely proportional to the point value of the various problems, 

The suggested time allowances are as follows: 


Te following problems were prepared by the Board of Examiners of the American 


Problem 1 80 to 110 minutes 
Any two of Problems 2, 3 and 4 75 to 100 minutes 
Any two of Problems 5, 6 and 7 45 to 60 minutes 


Number 1 


Sawyer, Mansville & Johnson, Certified Public Accountants, 1010 Fidelity Building, 
Richmond, Virginia, file their Federal partnership return of income on the cash basis 
and use an August 31 fiscal year. 

Listed below are balances taken from the firm’s general ledger (which is maintained 
on the accrual basis) as of September 1, 1955, and August 31, 1956. 


September 1, 1955 August 31, 1956 
Debit Credit Debit Credit 
Travel 200 150 
Cash value—life insurance..................see0cee- 4,700 5,200 
18,000 23,100 


Allowance for doubtful accounts..................64. $ 
Allowance for depreciation... 
Accounts 
Accrued 

500 


3 


OV 09 Go 
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Gain on sale of office equipment.................5055 900 


$134,900 $134,900 $310,605 $310,605 
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Additional information is furnished below: 


1. The partners share profits equally after the allowance of salaries as follows: 
Sawyer...... $18,000 Mansville.... $12,000 Johnson.... $12,000 

Mansville and Johnson have not drawn their salary for the month of August, 1956. 

2. Depreciation has been computed at 10% per annum (3 year being used for addi- 
tions or retirements) on a straight-line basis. On April 30, 1956, the firm moved into 
new office space and at the time replaced all of its office equipment with new equipment 
costing $22,000 and one piece of rebuilt equipment costing $1,100. The old office 
equipment, which had been acquired on June 1, 1951, the date of the firm’s organization, 
was sold for $9,900. The partners have decided to adopt the sum-of-the-years’ digits 
method of depreciation as allowed by the Internal Revenue Code. 

3. Included in Other Operating Expenses are the following items paid during the 
year: 

Gift to Client in Support of His Election to City 200 

Life Insurance Premiums on Partners’ Lives (Net of Increase in Cash Surrender Value)....... 1,300 

Night School Tuition for Employees Studying for the CPA Exam....................--0008 400 

4. During the year the firm accepted non-interest bearing notes totaling $14,000 
from various clients who were unable to make prompt payment for services received. 
These notes are accounted for as follows: 


Unpaid at August 31, 1956 (Collected in full on due date, September 10, 1956)............... 4,000 


Notes in the amount of $2,500 discounted with the bank are due in October, 1956. 
The remaining discounted notes were paid at maturity. 

5. Accounts receivable in the amount of $2,200 were charged off during the year. 
Collections on accounts charged off in prior years amounted to $500. 

Using the form provided, you are to prepare on a cash basis the Federal Partnership 
Return of Income of Sawyer, Mansville & Johnson for the year ended August 31, 1956, 
and complete all schedules for which information is given. Set forth clearly in supporting 
schedules your computations of items affecting taxable income. 


Number 2 


The ABC Company has outstanding 1,000,000 shares of common stock of a par 
value of $10 each. The balance in its earned surplus account at January 1, 1955 was 
$12,000,000 and it then had capital surplus of $2,500,000. During 1955 the company’s 
net income was $2,700,000. A cash dividend of 50¢ a share was paid June 30, 1955, and 
a 5% stock dividend was distributed to shareholders of record at the close of business 
on December 30, 1955. You have been asked to advise on the proper accounting treat- 
ment of the stock dividend. 

Your inquiries produce the following information: 

The existing stock of the company is quoted on a national stock exchange. The market 
price of the stock has been as follows: 


Average price over the two-month period................seseeeeeee 26 


ing, 
a 
900 
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Prepare statements of the surplus accounts of the company for the year 1955 on the 
basis of the foregoing information in form suitable for inclusion in the published annual 
report. Draft a note to the financial statement setting forth the basis of accounting for 
the stock dividend and add separately appropriate comments or explanations regarding 
the basis chosen. 


Number 3 


Mr. Doe, a real estate operator, owns several office buildings and wishes to diversify 
his holdings. He has an office building which he constructed in 1946 which has appreci- 
ated substantially in value. He has received an offer from Mr. Roe to exchange his 
equity in two apartment buildings for Doe’s equity in the office building. 

You find that Mr. Doe acquired the office building site for $50,000, and that he 
completed the construction of the building on September 30, 1946 at a total cost of 
$180,000. He estimated the useful life of the building to be 40 years (ignoring salvage 
value) and has deducted depreciation on that basis. The construction of the building 
was financed by a first mortgage which has a balance of $125,000 at September 30, 
1956. 

You are furnished with the following data with respect to Mr. Roe’s properties: 
Fair Market 


Cost 

Apartment building A, acquired June 30, 1951: 

Building (estimated useful life—30 70,000 92 ,000 

Apartment building B, acquired March 31, 1949: 

Building (estimated useful life—30 years)... 75,000 103 ,000 


Mr. Doe asks that you indicate the effects of the exchange on his taxable income. He 
also wishes to know, for purposes of discussion, the effect upon Roe. 

You are to submit the following: 

a. A schedule showing the allocation of Mr. Doe’s cost to the several properties to 
be acquired, together with an analysis of the income tax aspects of the exchange as of 
September 30, 1956. 

b. A brief statement with respect to the effects upon Mr. Roe’s taxable income. 


Number 4 


M owns a 75% interest in MN partnership and N owns a 25% interest. The partner- 
ship is to dissolve and the only assets to be distributed are 145 shares of Anderson Co. 
with a cost basis to the partnership of $14,500 and a market value of $35,000; 45 shares 
of Bellview Corporation with a cost basis to the partnership of $4,500 and a market 
value of $15,000; and 210 shares of Crawford Stores with a cost basis to the partnership 
of $21,000 and a market value of $30,000. Under tax rules the basis of the distributed 
assets in the hands of the distributee will be in proportion to the partnership’s basis. 

Since M is a director in Anderson Co., M and N agree that M is to receive all 145 
of those shares. 

You are to prepare a schedule showing the distribution of the stocks so that each 
partner will receive an equitable share from a market value and from an income tax 
point of view. Submit your supporting computations in good form. 


Number 5 
The State Gas Company follows the practice of cycle billing in order to minimize 
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peak work loads for its clerical employees. All customers are billed monthly on various 
dates, except in those cases when the meter readers are unable to enter the premises to 
obtain a reading. 

The following information for the year ended September 30, 1956 is presented by 


the Company: 


Customers Billed Customers 
Cycle Billing Period Not 
Number Amount Billed 
1 2760 $13,800.00 324 
3265 14,692.50 335 
4 2630 12,492.50 370 


You are further advised that all customers have been billed for prior periods and 
that the Company’s experience shows that charges for those customers whose meters 
were not read average the same amount as the charges for the customers billed in their 
cycle. In addition, the Company assumes that the customers’ usage will be uniform 
from month to month. 

From the above information, compute the unbilled revenues of the Company as of 
September 30, 1956 arising from cycles No. 1 and No. 3. (Donot compute revenues from 
cycles 2, 4 and 5.) 


Number 6 


In June 1955 the Hot & Cold Co. sold 50 air conditioning units for $200 each. Costs 
included material costs of $50 a unit and direct labor costs of $30 a unit. Overhead was 
computed at 100% of direct labor cost. Interest expense on a 4% bank loan was equiva- 
lent to $1.00 a unit. Federal income tax at a 30% rate was equivalent to $15 a unit. 

Effective July 1, 1955 material costs decreased 5% and direct labor costs increased 
20%. Also effective July 1, 1955 the interest rate on the bank loan increased from 4% 
per annum to 5% per annum. 

a. Assuming no change in the rate of overhead in relation to direct labor costs, com- 
pute the sales price per unit that will produce the same ratio of gross profit. 

b. Assuming that $10 of the overhead consists of fixed costs, compute the sales price 
per unit that will produce the same ratio of gross profit. 


Number 7 


Syndicate A controls Company B through the ownership of 75,600 shares of the 
latter’s capital stock, out of a total of 96,000 shares outstanding at June 30, 1955. The 
authorized capital stock of Company B is 150,000 shares, all of one class. 

Company B controls Company C through the ownership of 6,250 shares of the latter’s 
capital stock out of a total of 10,000 shares outstanding at June 30, 1955. 

The sum of the capital stock and surplus of Company B at June 30, 1955 is $5,894,706, 
and of Company C, $2,132,470. 

Company B wishes to acquire the minority interest in Company C through the 
issuance of shares of its capital stock at a value equal to its book value at June 30, 1955, 
taking into account the book value of capital stock of Company C, Company B’s 
investment in which is carried on Company B’s books at a total cost of $687,500. 

a. You are to determine the number of shares to be issued by Company B, ignoring 
fractional shares. 

b. You are to compute the percentage of control held by Syndicate A after such 
shares have been issued.’ 
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7 1065 U. S. PARTNERSHIP RETURN OF INCOME 1955 = 
(To Be Filed Also by Syndicates, Pools, Joint Ventures, Ete.) Gross 
year beginning . 1985, and ending . 198 
PLEASE TYPE OR PRINT PLAINLY 
Name 
Sawyer, Mansville & Johnson 
Number ond Street 
1010 Fidelity Building 
City, town, postal zone number, county. Stote 
Richmond, Virginia 
GROSS INCOME 
.~ (or loss) from business or profession (from Schedule A) Fees Fe eres $181,300 
2. Income (or loss) from other partnerships, syndicates, pools, etc. (State separately name, | 
3. Nonqualifying dividends (see Instruction 3) | 
4. Interest (fully taxable) 
8 Total income (lines | through 7) 5.181, 300 
DEDUCTIONS. 
9. Salaries and wages (other than to partners)............ ‘ $..82.,000. 
10. Payments to partners—salaries and interest (see Instruction 10) ....... 42,000. 
14. Losses by fire, storm, shipwreck, or other casualty or theft. (Attach statement) Pe a ee 
18. Bad debts (from Schedule E) 
17. Depreciation (from Schedule G) 
19. Depletion of mines, oil and gas wells, timber, etc "(Attach schedule) 
20. Other deductions authorized by law (from Schedule H) ....... dak Enter 
22. Ordinary income (or loss) (line 8 less line 21)... 
ITEMS DESCRIBED IN SECYION 702 (a). (See Conceal Instruction 36) = 
23. Net short-term capital gain (or loss) (from line 3, Schedule D)......... 
24. Net long-term capital gain (or loss) (from line 6, Schedule | 
28. (a) Net gain (or loss) under section 1231 (from line 9, Schedule 
(b) Net gain (or loss) from sale or exchange of other property (from line 12, Schedule D)..................0005 | Ee Cena L Enter 
26. Qualifying dividends (see Instruction Ra Net gc 
27. Interest on tax-free covenant bonds upon which a Federal tax was paid at source......... PAN nae 
28. Partially tax-exempt interest on obligations of the United States, etc. (see Instruction 28)...... Sn Se ee , ne 
298. Other separate income (or loss) (see Instruction 29) (Attach staternent) 
32. Other deductions (see Instruction 32) (Attach statement) Enter 
12. Net 
Taxable | 
4OTE.— 
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i Schedule A.—GROSS PROFITS Page 2 
i), Gross receipts from business or profession $.........................-., Less: Returns and allc $ $ 
Less: Cost of goods sold: (a) Opening inventory... (|S 
Gross protit (or loss) from business dr profession. Enter here and on line 1, page 1 .............................. $ 
Schedule B.—INTEREST. (See Instruction 12) Schedule C.—TAXES. (See Instruction 13) 
E Nature Amount 
$ 
Total (Enter on line 13, $ 
| Schedule D.—GAINS AND LOSSES FROM SALES OR EXCHANGES OF PROPERTY 
Date | 4. Gross sales Gain or loss (column 
=... 
$. 
Net short-term gain (or loss) from lines 1 and 2. Enter here and on line 23, page 1, and in column 5, Schedule K..... $ 
Long-Term Capital Gains and Losses—Assets Held More Than 6 Months 
Enter t the full amount of your share of net term gain (or from and fiduciaries................ 
-.. Net long-term gain (or loss) from lines 4 and 5. Enter here and on line 24, page 1, and in column 6, Schedule K....|$ 
5 
(II) SALE OR EXCHANGE OF PROPERTY UNDER SECTION 1231 (See Instruction 25(a)) 
oe Enter the full amount of your share of gain (or loss) of section 1231 items from partnerships and fiduciaries....... 
a Net gain (or loss) from lines 7 and 8. Enter here and on line 25(a), page 1, and in column 7, Schedule K.........-. $ 900 
; (III) SALE OR EXCHANGE OF OTHER PROPERTY (See Instruction 25(b)) 
—— |= 
— tl. Enter your share of such gain (or loss) from other partnerships and fiduciaries..............0...ccecceecceuees 
12. Net gain (or loss) from lines 10 and 1!. ‘Enter here and on line 25(b), page 1, and in column 3, Schedule K......'$ 
Schedule E.—BAD DEBTS. (See Instruction 15) 
orgamzation cared reserve 
4. Bad debts of 
stable yeor 2. Net income reported | 3. Sales on accovat reserve 19 carnied on books 6. Amount charged agarnst 
$ $ $ $ 
| 


#OTE. = Securities which are capital assets and which ry pst worthless within the taxable year should be reported in Schedule D. 
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Total (Enter on line 30, page 1). 


Schedule G.—DEPRECIATION. (fee Instruction 17) Page 3 
Schedule H.—OTHER DEDUCTIONS. (See Instruction 20) 
Explanation Amount Explanation (continued) Amount (contiaued) 
Total (Enter on line 20, page 1)......../$ 
Schedule 1.—CONTRIBUTIONS. (See Instruction 30) 
and address of Ameunt Name aad address of organization (continued) Amount (continued) 


$__ 300 


Schedule J.—RECONCILIATION OF PARTNERS’ CAPITAL ACCOUNTS 


Schedule K.—PARTNERS’ SHARES OF INCOME AND CREDITS. (See Instruction for Schedule K) 


1. Name ond address of each 2. Percent- 3. Ordinary i 4. to parta 5. 6. Net tong-torm gen (er 
$ 4.385 $_18,000 $ $ 
4,385 12,000 
__4,385 | 12,000 
(d) 
Totals... ..1$13,155. is 42,000 is $ 
Continuation of Schedule K 
7. Net gaia v 9. Partially tax-exempt ci ul. Income and puts 12. Net earnings tom 
Totals $ 900 $ \$ is 300 $ $ 55,155 


NOTE: A separate schedule must be attached showing each partner's distributive share of amounts reported on lines 27, 29, and 32. page | 
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Schedule L.—_BALANCE SHEETS Page 4 
Beginning of Taxable Your End of Taxable Year 
ASSETS Amount Total Amount | Tote! 

2, Notes and accounts $.....95,000 $..102,000 

(a) Less: Reserve for bad debts. 91, 600 4 800. 
3. Inventories: 

(a) Other than last-in, first-out............ 

(b) Last-in, first-out . 
8. Buildings and other fixed depreciable. assets. .|$......48,000 23 5,100 

: Accumulated depreciation and 

8,100 9,900 __ 2,055 | 21,045 
6. Depletable assets « 

(a) Less: Accumulated depletion i 

(a) Less: Accumulated amortization P 
9. Other assets (Attach schedule) ee: 6,300 7,300 
10. Total Assets...... $123,400 5135.075 

LIABILITIES AND CAPITAL. 

ll. Accounts and notes payable...... $....23.5.000 500 
12. Accrued expenses (Attach schedule) 9.750. 
14. Other liabilities (Attach schedule). 
18. Partners’ capital accounts: 

(a).... Sawyer... s.....41, 908.34 

27,300... 33,208. 33 

().... Johnson.... 28.,,.600..... 34,508.3 

@..... __ 92,900 | 109 ,625 
16. Total Liabilities and Capital $ 123,400 $135, ( 


Schedule M.—COMPUTATION OF NET EARNINGS FROM SELF-EMPLOYMENT. (See Instruction for Schedule M) 


. Ordinary income increased by casualty losses (line 22 plus line 14, page 1). See instructions as to the extent 


. Net earnings from self-employment. (Enter in column 12, Schedule K)................. 


income from certain professions should be inclu 


Add: Payments to partners—salaries and interest (line ]0, page 1)... 42,000 _ 


Less: Portion of line 2, page 1, which does not constitute net earnings from self-employment. |$ 


Nonqualifying dividends (from line 3, page 1)....... 


Interest (fully taxable) (from line 4, page 1) 


Net rentals from real estate (line 5, page 1, less allowable deductions).............. 


+ Date of organization 


Principal business activity (see General Instruction 


Is any member of the partnership related by blood or marriage to any other member?................se...005 C) Yes 0 No 


Is any member of the partnership a trust for the benelit of any person related ed blood or marriage to any 


187 
Page 3 | 
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Solution to Problem 1—continued 


SAWYER, MANSVILLE & JOHNSON 
EXPLANATION OF COLUMN 5, SCHEDULE J: 


Particulars Amount Sawyer Mansville Johnson 
Contributions— 
$1,830 $ 610.00 $ 610.00 $ 610.00 
EXPLANATION OF COLUMN 3, SCHEDULE J: 
$ 900 
Excess of income on accrual basis over cash basis..... 2,500 
$3, $1,133.34 $1, 133.33 $1, 133.33 
Solution to Problem 1—continued 
SAWYER, MANSVILLE & JOHNSON 
EXPLANATION OF LINE 9, SCHEDULE L 
August 31 
1955 1956 
EXPLANATION OF LINE 11 
$23 ,000 $14,500 
EXPLANATION OF LINE 12 
$ 6,500 $ 9,750 
EXPLANATION OF LINE 14 
Solution to Problem 2 
ABC COMPANY 
STATEMENT OF EARNED SURPLUS 
YEAR ENDED DECEMBER 31, 1955 
$14, 700,000.00 
Dividends paid: 
Cash dividend of $.50 per share on 952,380 20/21 shares outstanding on 
Stock dividend of 5% of 952,380 20/21 shares outstanding or 47,619 1/21 
1,380,952.38  1,857,142.86 


$12,842,857. 14 
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ABC COMPANY 
STATEMENT OF CAPITAL SURPLUS 
YEAR ENDED DECEMBER 31, 1955 


Excess of fair value of 47,619 1/21 shares distributed as a dividend over the 
par value of those shares. 904,761.90 
$ 3,404,761.90 


Note to Financial Statements 


The stock outstanding prior to the issuance of the 5% stock dividend on December 
30, 1955 amounted to 952,380 20/21 shares. The 5% stock dividend increased the 
outstanding shares to 1,000,000. The dividend shares, 47,619 1/21, were assigned a fair 
value of $29.00 per share, the quoted market price on the date of issuance. The par 
value of $10.00 per share was credited to Capital Stock and the remainder was credited 
to Capital Surplus. 


Comments 


The market price of the stock on December 30—undoubtedly the ex-dividend price— 
was used as the fair value of the shares issued as a dividend. This price is used because 
there is no evidence that the December 30 price is a distorted one and, further, because 
this is the value that the recipient is likely to attach to the shares received. As an 
alternative, the average price might be used, though there is no reason to believe that 
an average is more representative of fair value than the price on a single and current 
date provided there are no unusual circumstances which have affected the price on 
that single date. 


Solution to Problem 3 


(a) 

Basis of Doe’s office building: 


40% 60% 100% 


Allocated basis: 


33.33 

056 

150 

, 300 

650 

, 200 

, 300 

,000 
, 500 
, 500 

= 

750 
, 750 

APARTMENT BUILDINGS A AND B 
Total 

, 200 i Market values: 

000.00 

000.00 

857.14 
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Land: 
103/206 of $146,000. . $ 73,000 
Buildings: 
92/138 of $98,000. .. $ 65,333 
103/206 of $146,000. . : 73,000 


Since Doe assumed a greater mortgage than he transferred there is no “boot” to Doe in the transaction, there. 
fore, it is a tax-free exchange. 


(b) 
Roe has assumed an indebtedness of $59,000 less than he transferred and, therefore, his gain is taxable to this 
extent, 


Solution to Problem 4 


THE M & N PARTNERSHIP 
COMPUTATION OF DISTRIBUTION OF STOCK 


No. Cost Market Total Total 

Issue of per Value Co ; Market 
Shares Share per Share - Value 
Anderson Co... 100 241.3103 $14,500 $35,000 
Crawford Stores. 210 100 142.85714 21,000 30,000 


In order that there be an equitable distribution of the stock from both a market value standpoint and a tax 
standpoint, the total distribution will be as follows: 


From this the following equation can be stated for Partner N: 
B=No. of shares of Bellview Corp. to be received by N 
C=No. of shares of Crawford Stores to be received by N 


(1) $100 (B) +$100 (C) =$10,000 (Cost) 
(2) (B) +500 (C) =$20,000 (Market) 

12,600,000 
(2) 21 (B) +9(C) =1260 
(1) 100 (B) =10,000—100 (C) 
(1) (B) =100—(C) 
(2) 21 (100—C) +9 (C) =1260 
(2) 2100—21 (C) +9 (C) =1260 
(2) —12 (C) =1260—2100 
(2) 12 (C) =840 
(2) (C) =70 shares 
(1) (B) =100—(70) 
(1) (B) =30 shares 

DISTRIBUTION OF STOCK: 
M N 
C. ost Market Cost Market 


Anderson Co., 145 shares........ 
Bellview Corp.: 
30 shares (per computation).......... $ 3,000 $10,000 
15 shares (balance of issue)...... : aN, 
Crawford Stores: 
70 shares (per computation).......................... 7,000 10,000 
140 shares (balance of issue)......................00.. 14,000 20,000 
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Solution to Problem 5 
STATE GAS COMPANY 
COMPUTATION OF UNBILLED REVENUE FOR CYCLES #1 AND #3 
SEPTEMBER 30, 1956 
Cycle Number 
1 3 
Average bill per customer billed: 
Unbilled revenue from previous cycle: 
otal Unbilled Revenue at Sept. 30, 1956: 
Po Not billed from current cycle: 
000 Total Unbilled Revenue at September 30, $14,470.00 9,607.50 
), 000 
jatar Solution to Problem 6 
HOT & COLD COMPANY 
},000 COMPUTATION OF SALES PRICE 
}, 000 JULY 1, 1955 
000 JUNE GROSS PROFIT RATE: 
Less: Cost of sales: 
June gross profit (45% of $ 90.00 
COMPUTATION OF SALES PRICE: 
Situation 
A B 
Cost of Sales: 
Material (95% of $50.00)..... $ 47.50 $ 47.50 
‘ Overhead: 
rket ‘SALES PRICE: 


,000 
,000 
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Solution to Problem 7 


SYNDICATE A AND SUBSIDIARIES 
JUNE 30, 1956 
A—WNo. of shares to be issued by Co. B 
Book value per share of: 
Co. C: 
Net worth of Co. C 
No. of outstanding shares 
Book value per share ($2,132,470+ 10,000) 


Co. B: 
Net worth of Co. B 
Add: Book value of investment in C (6,250 $213.247).... 
Less: Cost of investment in Co. C 


Adjusted net worth of Co. B...... 


No. of shares outstanding 
Book value per share ($6,539,999.75 + 96,000) 


Book value of minority interest in Co. C (3,750X$213.247) 


No of Co. B shares to be issued to minority interest in Co. C ($799,676.25 +$68.1250).... 


B—Percentage of Control of Syndicate A in Co. B and Co. C: 
Co. B: 


No. of shares outstanding prior to June 30, 1956 
Issued to minority interest of Co. C 


Total outstanding at June 30, 1956 
No. of shares held by Co. A 
Percentage of control (75,600+ 107,738) 
Co. C (70.17% of B’s 100% interest in Co. C) 


$2, 132,470.00 
10,000 
$ 213.247 
$5,894, 706.00 
1,332,793.75 


$7 ,227 ,499.75 
687 , 500.00 


$6 , 539,999.75 


96 ,000 
$ 68.1250 


$ 799,676.25 


107,738 
75,600 
0.17% 
70.17% 
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PROFESSIONAL EXAMINATIONS 
AUDITING 
R. K. Mautz 


70.00 HE Auditing section of the Novem- drawals of materials and ending inventory. 
: Tee 1956 CPA Examination was The items to be considered in preparing 
— given on Thursday, November 8 this schedule are as follows: 
_ in a 34 hour session from 9:00 A.M. to (1) Receipts of materials in stockroom 
93.75 12:30 p.m. It included three groups of M, entered properly on factory records but 
0.5 questions. The following schedule indi- treated by the accounting department as 
00.00 cates the composition and estimated time: stockroom N, $240. 
09.75 Estimated Minutes (2) Correction made by the accounting 
an Mini- Maxi- —_ department of an error in a prior period. 
00 i ae ait The error was the recording of an $800 
250 Group I (Both required) g 
25 —s-withdrawal of materials as $500. The 
76.25 ome canto original item had been correctly entered 
38 38 50 by the factory record clerk. 
— two required)............. 47 60 (3) A shortage of item M-143, amount- 
ing to $45 which was noted and entered 
during the period on the factory records, 
38 Total for examination. .... 160 210 but information on which had not been 
transmitted to the accounting depart- 
ae The total weight assigned to this section ment. 
00 of the examination was 100 points, and (4) An initial inventory according to 
1% the instructions point out that the sug- factory records of $11,000 in stockroom M. 
gested time allowances for each problem Receipts of $14,000 and withdrawals of 
ie are approximately equal to their point $13,000 according to the records of the 


values. The questions were prepared by accounting department. 
the Board of Examiners of the American 


Institute of Accountants. A grade of 75 Number 2 


is passing. The Y Company, a client of your firm, 
1 to you with the following »rob- 
As part of a test of inventory control, It has three clerical employees who 


you examined the perpetual inventory must perform the following functions: 
records of stockroom M. A full set of 


records (subsidiary and control) is main- 
tained in the factory while a controlling 
account is also kept in the accounting 
department. 

You are required to set up a summariz- 
ing schedule in money amounts which 
simultaneously reflects the flow of mate- 
nals (starting with initial inventory and 
ending with final inventory), and recon- 
ciles the accounting department records Assuming that there is no problem as to 
with those of the factory in regard to the ability of any of the employees, the 
opening inventory, receipts, and with- Company requests that you assign the 


(1) Maintain general ledger; 

(2) Maintain accounts payable ledger; 

(3) Maintain accounts receivable ledger; 

(4) Prepare checks for signature; 

(5) Maintain disbursements journal; 

(6) Issue credits on returns and allow- 
ances; 

(7) Reconcile the bank account; 

(8) Handle and deposit cash receipts. 
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above functions to the three employees in 
such a manner as to achieve the highest 
degree of internal control. It may be as- 
sumed that these employees will perform 
no other accounting functions than the 
ones listed and that any accounting func- 
tions not listed will be performed by 
persons other than these three employees. 

a. State how you would distribute the 
above functions among the three employ- 
ees. Assume that with the exception of 
the nominal jobs of the bank reconcilia- 
tion and the issuance of credits on returns 
and allowances that all functions require 
an equal amount of time. 

b. List four possible unsatisfactory com- 
binations of the above listed functions. 


Number 3 


You have been engaged to make an 
audit of the financial records of a new 
client, the ABC Manufacturing Corpora- 
tion, for its fiscal year ended December 31, 
1955. Among the fixed assets group are 
accounts “Land and buildings,” with a 
balance of $1,007,000, and “Reserve for 
depreciation, land and buildings,” with a 
balance of $301,000. 

The president informs you that “The 
land and factory were donated by Grand 
City to the ABC Manufacturing Corpora- 
tion on January 1, 1952. This property 
had been purchased by Grand City in 
November 1951 for $1,000,000. ABC 
Manufacturing Corporation will get title 
to the donated property on January 1, 
1962, provided the average weekly payroll 
numbers a minimum of 200 each calendar 
year after 1952. The corporation intends 
to meet these provisions.” 

List the procedures you would follow 
in auditing these accounts. 


Number 4 


Since your previous audit of ABC 
Machines, Inc., a manufacturer of ma- 
chine tools, which has a calendar closing, 
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the Company has undertaken a program of 
leasing machines which it manufactures to 
customers. 

The client has recorded the leased ma. 
chines in a separate ledger and the client's 
employees provide you with the following 
facts in regard to their leased machine 
program: 


(1) Term of lease—ten years. 

(2) Rentals due—semi-annual _instal- 
ments in advance. 

(3) Expenses—lessee to pay all taxes 
levied, freight and handling charges, 

(4) Lessee may terminate lease at end of 
fifth year or any year thereafter 
during the term of the lease by 
giving lessor proper written notice, 

(5) Lessee agrees to exercise proper care 
of machines and to keep them in 
good repair. 

(6) Lessee may elect to purchase ma- 
chine at end of any year at the 
following prices: 

First year—90% of list price. 
Second year—80% of list price. 
Third year—70% of list price, ete. 

(7) Five machines were leased during 

the current year. 


The Company has elected to apply the 
straight-line method of depreciation to the 
machines. 

a. Prepare an audit program to ade- 
quately cover this portion of the assets 


of the Company and the related income | 


and expense accounts. 

b. State your balance sheet treatment 
of the asset. 

c. Describe your recommended treat- 
ment of the rental income. 


Number 5 


In making an audit of a city of com 
siderable size, you find that a budget for 
the general revenue fund is adopted at 
the beginning of each year but that no 
provision is made in the accounts or It 
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| ports to show the progress of operations 


during the year. 

Outline the accounts that would be 
needed to provide for suitable budget 
control through the general accounting 
and indicate specifically the 
method of operation of each of the ac- 


counts. 


Number 6 


The management of the Accurate Tool 
& Engineering Company, a corporation 
organized April 1, 1955, is confronted with 
the problem of determining the value of its 
inventory at March 31, 1956. The Com- 
pany makes tools, dies, etc., and does 
precision machining for customers. It 
manufactures only as orders are received, 
making partial deliveries against orders 
where feasible so that there is little 
finished goods. Some materials are stocked 
but a number of items are purchased only 
as needed for use in filling orders. As a 
result, the major value of the inventory 
consists of work-in-process. 

As a result of an increase in manufac- 
turing costs during the latter part of the 


| year on fixed sale commitments, manage- 


ment is vitally concerned as to the results 
of operations for the year ended March 
31, 1956, and the effect that the March 31, 
1956 inventory and the commitments may 
have on the subsequent year. 

The company maintains a job order 
cost record which does not tie into the 
accounting records. On March 1, 1956, 
you are engaged by management to audit 
the records for the year ended March 31, 
1956, 

Taking into consideration the problem 
as stated above, prepare a comprehensive 
program for substantiating the inventory 
at March 31, 1956. 


Number 7 


You have been engaged by the Board of 


Directors of The Products Company, a 
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medium-sized manufacturer, to examine 
its balance sheet as of December 31, 1955 
and the related statement of income and 
retained earnings for the year then ended. 
You have made a similar examination for 
the preceding year. At the conclusion of 
your examination you will be expected to 
issue a short-form report (certificate) re- 
lating to the financial statements. 

In the conduct of your examination you 
encounter the following situations: 

(1) In response to a request for positive 
confirmation of its outstanding balance, 
one of the Company’s customers, a large 
mail order concern whose balance repre- 
sents almost one-half of total accounts 
receivable and 20% of total current 
assets, replies that its records are not 
maintained in a manner permitting con- 
firmation. 

(2) It is the Company’s practice to 
store most of its finished goods in public 
warehouses from which shipments to 
customers are made. At December 31, 
1955, the date of the examination of in- 
ventory quantities, the inventory in these 
warehouses is substantial in relation to 
the Company’s total assets. One ware- 
house alone, which is located in a distant 
city and which is operated by a company 
not known to you, holds one-third of the 
Company’s finished goods. 

(3) The Company has advised you that 
it is the defendant in litigation brought by 
a competitor for patent infringement. 
Counsel for the Company advises of the 
amount of the damages sought by the 
competitor which is in excess of the Com- 
pany’s net worth. Counsel also states that 
in his opinion, judgment will be in favor 
of your client. 

(4) For the entire year under examina- 
tion, the Company, in accordance with 
your recommendation made last year, 
charged its expenditures for research to 
miscellaneous income deductions. Previ- 
ously such expenditures, which are ma- 


| 
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amount in relation to the 
Company’s operations, had been recorded 
as deferred charges. The amounts so re- 
corded in previous years are being amor- 
tized over five-year periods. 

Considering the specific facts recited 
above, and assuming that any additional 
audit procedures you recommend result 
in substantiating the facts as presented, 
you are to state and justify fully for each 
of the above situations: 

a. The additional audit procedures, if 
any, which should be followed. 


terial in 


Solution to Question 1 


Per accounting department records. 


Assets 
Cash 
Notes receivable 


Accounts receivable 


Inventories 


Investments—sundry 
Plant property—net 
Deferred charges 


The income statement was found to be 
in the customary form. The accounts have 
independently 
regular basis. 

Outline the steps you would take in the 
development of the required information, 


not been 


(1) Receipts of materials in stockroom M, entered properly by 
factory but treated by accounting department as stockroom N 
(2) Correction by accounting department of error made in prior 


period; $800 withdrawal recorded as $500.......... 


(3) Shortage of item M-143 entered by factory but not by ac- 


counting department. . 


Per factory records. . 


b. The disclosures, if any, which should 
be made in the financial statements or in 
footnotes thereto. 

The qualifications, comments, or 
references, if any, you should include in a 
short-form report in addition to the items 
in (b) above. 


Number 8 

Your client, ABC Company, is nego- 
tiating for the purchase of all of the out- 
standing capital stock of XYZ Mfg. Corp. 
You are requested to visit the X YZ offices 
and, without making a regular audit, 
through inquiry and review of the financial 
records develop pertinent daia that will 
furnish your client with a basis for evalu- 
ating the financial condition of XYZ Mig. 
Corp. 

The balance sheet presented to you in- 
cludes the following accounts: 


Liabilities 


Accounts payable 
United States taxes on jn. 


come 


Accrued liabilities 


Funded debt 
Capital stock: 
Preferred 

Common 
Earned surplus 


audited on a 


$11,000 $14,240 


$(12, 745) 


Balance Balen 
$11,300 $14,000 $(13,000) $12,300 
240 240 

(300) 300 
(45) 
$12,495 


Solution to Question 2 


a. Employee 1—cashier 
(4) Prepare checks for signature 


(8) Handle and deposit cash receipts 
Employee 2—subsidiary ledger book- 


keeper 


(2) Maintain accounts payable ledger | 
(3) Maintain 
ledger 


accounts 


receivable | 


(7) Reconcile the bank account 


Employee 3—general ledger book- 


keeper 


(1) Maintain general ledger 
(5) Maintain disbursements journal 
(6) Issue credits on 
allowances 
b. Unsatisfactory combinations of fune- 
tions would include any arrangement that 


permitted one employee to: 


1. Maintain accounts receivable ledget 
and handle and deposit cash receipts. 
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2. Prepare checks for signature and 
reconcile the bank account. 

3. Maintain the general ledger and 
handle and deposit cash receipts. 

4, Prepare checks for signature and 
maintain accounts payable ledger. 

5. Maintain accounts receivable ledger 
and issue credits on returns and allow- 
ances. 

6. Reconcile the bank account and 
handle and deposit cash receipts. 


Solution to Question 3 


1. Obtain and study a copy of the con- 
tract or terms of gift between Grand City 
and the ABC Manufacturing Corporation. 
Determine exact terms and conditions; 
obtain legal assistance from company’s 
attorney, if necessary. 

2. Read minutes of directors’ meetings 
for acceptance of donation and authoriza- 
tion for entry by ABC Manufacturing 
Corporation. Minutes should also contain 
indication that company intends to comply 
with terms of gift. 

3. Confirm with Grand City as to cost 
of donated property. Although difference 
of $7,000 between apparent cost to Grand 
City and book balance is not material in 
amount, it should be investigated and 
a satisfactory explanation obtained. Ob- 
tain an independent appraiser’s valua- 
tion of property, if possible, because cost 
paid by city may be no real indication of 
value. 

4. Investigate account credited when 
donation was recorded. Credit should be 
made to some type of contingent donated 
surplus. 

5. Review reasonableness of deprecia- 
tion charges and rates with appropriate 
officials of the company. Rates which ac- 
cumulate approximately 30% depreciation 
in a four year period on a balance includ- 
ing some land which should not be de- 
preciated may well be too high. On the 
other hand, high depreciation rates may 
indicate management’s feeling that asset 
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is over-valued and should be written down 
rapidly. 

6. By inquiry and observation determine 
usefulness of property to the company. 
Determine whether insured and in what 
amount and consider propriety of insur- 
ance coverage in view of terms of giit. 

7. Determine whether ABC Manufac- 
turing Corporation has fulfilled all re- 
quirements since January 1, 1952 and 
whether continued performance in the 
future appears likely. Apparently a review 
of weekly payrolls and determination of 
average weekly number on payroll is 
sufficient for this purpose. Obtain letter 
from Grand City with respect to its 
acceptance of performance to date. 

8. Obtain statement from company’s 
attorney or from city attorney as to 
holder of present title to the property. 

9. Inquire as to any transactions affect- 
ing this property and if any have been 
entered into make sure that they have 
been recorded properly. 

10. Insist upon adequate disclosure in 
the financial statements to indicate that 
this is at present only a contingent asset 
and to describe terms to be met. If possi- 
ble, separate land and buildings both in 
the reports and in the accounts. 


Solution to Question 4 


a. Obtain copy of standard lease agree- 
ment and study to determine if terms are 
as described. Obtain interpretation from 
company’s attorney if necessary. 

Confirm with each lessee fact of lease 
arrangement, existence of machine, in- 
cluding identification by serial number, 
etc., and any reimbursable expense pay- 
ments made by lessor. Examine signed 
lease contracts. 

Investigate cost records for these ma- 
chines to determine that they are stated 
in the accounts at actual cost and that 
inventory accounts have been relieved of 
cost for each machine transferred to a 
fixed asset status. 


240 
(45 
$12,495 
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Inquire of engineering department with 
respect to estimated life of machines in 
view of lease arrangement, appropriate- 
ness of depreciation rates and straight- 
line basis, and whether lessees are main- 
taining machines satisfactorily. 

Compute depreciation for the year and 
reconcile with accrued depreciation and 
expense accounts. 

From lease agreements, determine rent- 
als that should have been received and 
trace to cash receipts record. 

Compute deferred rental income and 
make sure it has been treated properly in 
the accounts. 

Analyze and investigate any expenses 
that appear to relate to leased machines 
to discover any reimbursable expenses not 
billed to lessees or any indication that 
lease terms are not being carried out. 

b. Inasmuch as rentals apparently do 
not apply on the purchase price and 
depreciation accruals are in direct propor- 
tion to the decrease in sales price, the 
asset can be shown in the balance sheet 
at cost less depreciation. As long as the 
machines are held primarily for leasing 
rather than for sale, they should be in- 
cluded as fixed assets or at least as non- 
current assets. Full disclosure should be 
made of the existence and terms of the 
lease agreements if the amounts involved 
are material. 

c. Rents collected but not earned should 
be shown in the balance sheet as deferred 
credits. Earned rentals should be included 
as income of the period. If this is an 
important source of income, depreciation 
and other expenses applicable to it should 
be offset against this income in a special 
section of the income statement. 


Solution to Question 5 


To obtain control over budget opera- 
tions in the accounts, provision must be 
made for entering estimated revenues as 
well as actual revenues, for recording 
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amounts appropriated for various pur. f 
poses as well as amounts actually ex f 
pended, and for recording encumbrance ff 


or commitments of budget resources. 
An account “Estimated Revenues” js 


charged with the budgeted revenues for 
the period and an account “Unappro. ff 
priated Surplus” should be credited. 0f 
course any corrections or other adjust. § 


ments of the original estimate would be 
made in these same accounts. 
As actual revenues are received, “Cash” 


is debited and the ‘‘Revenues”’ account is f 


credited. At the close of the period, 


“Revenues” is closed to ‘Estimated 
Revenues” and the balance of that ac. 
count is closed into “Unappropriated 
Surplus.” 


For appropriations authorized in the 
budget, an “Appropriations” account is J 


credited and ‘“Unappropriated Surplus” 
is charged. Additional appropriations or 
adjustments would be entered in the same 
accounts. 

Actual expenditures are entered in an 


“Expenditures” account and credited to 
“Cash.” At the end of the period the 

“Expenditures” account is closed to “Ap- § 
propriations” and the balance of ‘“‘Appro- § 


priations” to “Unappropriated Surplus.” 
To prevent over-commitment of fund 
resources, all commitments are recorded 


as debits to “Encumbrances” and credited F 
“Reserve for Encumbrances” 4s § 
incurred. To record commitments as they 
are made, entries in these accounts are § 
based on estimated figures. When the f 
final amount of the required payments is f 
determined and payment made, the em 
cumbrance no longer exists so the entty § 
made to record the commitment is I § 
versed. Thus the balance of the “En § 


to a 


cumbrances” account shows at all times 


the extent to which appropriated funds f 
have been committed beyond expend: 


tures already made. 


The “Estimated Revenues” balance less 
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the balance of the ‘‘Revenues” account 
indicates the revenues still to be collected 
during the period and at the end of the 
period indicates the difference between 


| budgeted and actual revenues. The bal- 


| balance of the ‘‘Encumbrances’ 


ance of the “Appropriations” account less 
“Expenditures” indicates the expendable 
balance of the appropriation, but the 
account 
must be deducted from the expendable 
balance in order to arrive at the balance of 
the appropriation not already committed. 

In preparing financial statements it is 
customary to show the unencumbered 
balance of appropriations as an asset of 
the fund and the “Reserve for Encum- 
brances” as an obligation. 

Subsidiary ledgers to support “Esti- 
mated Revenues,” “Revenues,” ‘“Appro- 
priations,” and ‘‘Expenditures” are neces- 


| sary to accumulate detailed information. 


» Solution to Question 6 


Make a thorough study and investiga- 


| tion of the procedures followed by the 


Accurate Tool & Engineering Company in 
accounting for its inventories. Give par- 
ticular attention to procedures for trans- 
ferring from one inventory to another, both 
physically and in the records. Consider 
the possibility of charges to job cost 
sheets before raw materials are physically 
transferred to process and of jobs finished 
and possibly even billed to customers 


| without removal of the job cost sheets 


from the job order cost record. Also in- 
quire as to whether the cost of materials 
supplied by customers could possibly be 
included in the job cost record. 

Because there is no tie-in of the job 
order cost record with the accounting 
records, there is no assurance of a proper 
cut-off between work in process and 
finished goods and between raw materials 
and work in process. Both finished goods 
and raw materials inventory amounts 
must be determined by physical inventory 
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and careful pricing. The work in process 
inventory must be based on the job cost 
records although some physical examina- 
tion can and should be included. 

The auditor or his representatives must 
be present during physical inventory 
taking for finished goods and raw materials 
to observe company procedures and to 
make test counts which later will be 
traced into the company’s inventory list- 
ing. No special problem appears to exist 
with respect to these physical counts, but 
a copy of the inventory instructions should 
of course be obtained in advance and 
reviewed to determine its suitability and 
completeness. Special attention should be 
given to materials belonging to customers 
so that they are not counted as company 
stock. 

Price tests of raw materials should be 
made by comparing prices used by the 
company for major items and for a 
representative number of smaller items 
against recent purchase invoices for quan- 
tities of similar size or against catalog or 
other reliable quoted price. 

Price tests of finished goods should be 
made by verifying charges on the job 
cost sheets for the completed jobs in the 
same manner as described for work in 
process. 

From the job order cost record, prepare 
a list of jobs in process and total this to 
determine the company’s figure for work 
in process. 

Major jobs in process should be physi- 
cally identified and examined to verify 
their existence and the fact that they*are 
still in process as well as to obtain at least 
an approximation of the materials in- 
cluded. 

For a substantial number of jobs in 
process, all charges and credits on the job 
sheets of material size should be verified 
by examination of documentary evidence 
or other supporting information as follows: 

Labor charges should be traced to time 


7 


clock cards or other basis from which 
charges were made. Both hours and 
rates should be investigated for rea- 
sonableness. 

Materials charges should be traced to 
stores requisitions or to vendors’ 
invoices if purchased for the specific 
job. 

Overhead or burden charges should be 
calculated for accuracy and the bur- 
den rate and basis of application 
tested as described in the following 
paragraph. 

The burden rate for the period should 
be recomputed by reviewing all expense 
accounts for appropriate burden charges 
and determining total burden for the year. 
The basis for applying burden (direct 
labor hours, direct labor dollars, percent- 
age of materials charged, etc.) should be 
reviewed for reasonableness with company 
personnel, After selecting a satisfactory 
base, the actual burden rate for the period 
can be determined and predetermined 
charges, if in error, can be adjusted. 

To discover possible duplications of 
items in finished goods or receivables and 
work in process, because items counted as 
finished goods or included in receivables 
have not been removed from the job order 
cost record, the following steps should be 
taken: 

A competent official or employee of the 
Accurate Tool & Engineering Company 
should be requested to review the job cost 
sheets and indicate any on which a partial 
billing or a transfer to finished goods has 
been made. Care should then be exercised 
to assure that appropriate amounts are 
eliminated from work in process. 

For all substantial items of finished 
goods on hand, the applicable cost sheets 
should be requested both as an aid in 
testing prices as described previously and 
to insure that that cost sheet is not one of 
those included in the list of jobs in 
process. 
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A test should be made of sales invoices 
for the last month of the period against 
the job cost record to make sure that no 
job cost sheets for sales already billed are 
included in work in process. 

A less likely but still possible duplica. 
tion of items in the raw materials inven. 
tory and in work in process may exist, 
Physical examination of all jobs in process 
containing substantial charges for ma. 
terials should largely eliminate the pos 
sibility of such duplication passing undis- 
covered. In addition, any materials charges 
to work in process for the last ten to 
fifteen days of the period should be 
examined and the raw materials inventory 
checked for inclusion therein. 

Because of the increase of manufactur- 
ing costs, consideration should be given 
to replacement and sales prices of work 
in process and finished goods to determine 
if any loss is anticipated so that appro- 
priate adjustment of the inventory amount 
may be made. 


Solution io Question 7 


(1) a. This receivable is sufficiently 


material that unless additional evidence 
is available as to its authenticity, quali- 
fication will be necessary. The audit pro- 
cedures for receivables applicable as 
alternatives to confirmation include: (a) 
an examination of duplicate sales invoices 


and shipping documents along with the | 


sales order to substantiate the fact that a 
sale was actually made to create the 
receivable; (b) examination of remittance 
advices for any payments claimed to have 
been received since the balance sheet date 
and tracing of the receipt into the cash 
receipts book and duplicate deposit ticket. 
b. No particular disclosure of the 
failure of the customer to confirm is It 
quired in the financial statements inas 
much as the auditor is satisfied as to the 
authenticity of the receivable. 
c. A statement should be made in the 
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scope portion of the short-form report to 
the effect that for a substantial receivable 
confirmation by direct correspondence 
with the debtor was not possible but that 
through the use of alternative audit 
procedures the auditor satisfied himself 
with respect to this receivable. No excep- 
tion is required in the opinion paragraph 
because he has satisfied himself through 
the use of generally accepted procedures. 

(2) a. The method of operation of a 
public warehouse is not such that an 
independent auditor can rely as com- 
pletely on confirmations received from it 
as he can, for example, on a bank con- 
firmation. Because of the materiality of 
the inventory amounts concerned in this 
situation, it would be necessary for him to 
have his representatives sight and make 
test counts of at least the larger quantities 
stored in public warehouses. In addition 
he should examine the warehouse certifi- 
cates covering the stored merchandise as 
evidence of ownership and to discover any 
pledge agreements. 

b. Unless the practice of storing sub- 
stantial amounts of inventory in public 
warehouses is unusual in the industry 
involved, no special disclosure is required 
in the financial statements as location has 
no bearing on balance sheet classification 
or description of inventories. 

c. No qualifications, comments, or 
references to this situation are required in 
the short-form report. 

(3) a. No additional audit procedures 
appear to be called for as the question is 
one of disclosure, not of evidence. How- 
ever the auditor should obtain as close as 
possible to the date of his report a state- 
ment from the company officials or at- 
torneys giving the status of the case at 
that time. If it has been decided, he should 
take the decision into account in preparing 
his report and the financial statements. 

__ b. A note to the financial statements 
is required. It might read somewhat as 
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follows: “Litigation is now in process in 
which the Company is defendant to a suit 
claiming approximately as 
damages for patent infringement. Counsel 
for the Company states that, in his 
opinion, final judgment will be favorable 
to the Company.” 

c. No qualification, comment, or 
reference is required in the short-form 
report. Disclosure is adequate and the 
examination was made in accordance with 
generally accepted auditing standards. 

(4) a. Providing the normal audit pro- 
gram included tests to determine that the 
Company has been consistent in its treat- 
ment of research expenditures during the 
year, as it should, no additional auditing 
procedures would be called for. 

b. A note to the financial statements 
should be added to explain the change in 
accounting procedure and its effect on 
both the balance sheet and the income for 
the period. 

c. As this represents a change in ac- 
counting procedure, disclosure of this is 
required in the short-form report. A brief 
paragraph describing the change could be 
inserted following the scope paragraph. 
It might read: 


“During the year under examination, The Products 
Company charged expenditures for research in the 
amount of ________ directly to expense. Previous to 
the current year, such expenditures were capitalized 
and amortized over a five year period. The net effect on 
income of this change in the accounting procedure in 
1956 was to reduce income after federal income taxes by 
___.__.____ compared with the net income that would 
have been reported under the procedure followed in 
previous years.” 

The opinion paragraph should contain 
a reference to this paragraph and should 
note the inconsistency with the preceding 
year. It might read in part: “...ona 
basis consistent with the preceding year 
except for the change in procedure with 
respect to the treatment of research ex- 
penditures described in the preceding 


paragraph, which change we approve.” 


| 
| 
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Solution to Question 8 


As a preliminary step, obtain a letter of 
introduction and authorization instruct- 
ing the chief accounting officer of the 
XYZ Mfg. Corp. to permit free access to 
the accounting records, financial state- 
ments, income tax returns, and minutes 
of board of directors’ and stockholders’ 
meetings. 

Inasmuch as the corporations’ state- 
ments have not been audited, they cannot 
be considered reliable. On the other hand, 
we are not to make an audit at this time, 
but merely to develop pertinent data as a 
basis for evaluating the financial condition 
of the corporation. We must, therefore, 
gather data but at the same time be alert 
to any indications of irregularity or im- 
propriety of accounting. This will call for 
some special steps. 

On columnar paper, take off copies of 
the corporation’s income statement and 
balance sheet since inception, or as far 
back as seems useful. 

Inquire of the chief accounting officer 
with respect to the corporation’s book- 
keeping practices. Are bank accounts 
reconciled monthly? Are subsidiary ledgers 
reconciled with control accounts? Is a 
trial balance taken monthly? Are physical 
inventories taken at least annually and 
the books adjusted thereto? 

Read the corporation charter and by- 
laws. 

Analyze all surplus and reserve accounts 
since the inception of the company, if 
possible, watching particularly for items 
that should have been charged to opera- 
tions, indications of asset write-ups or 
write-downs, quasi-reorganizations, and 
the like. (Elaborate work papers are not 
necessary as long as you have a record of 
the review made and notes of any perti- 
nent information discovered.) 

Review entries in the fixed asset ac- 
counts since inception or for several years, 
watching for unusual entries. Consider the 
adequacy of depreciation accruals and 
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discuss these with a competent officer or 
employee. 

Obtain a summary of the accounts and 
notes receivable classified as to age. Re. 
view the write-off of uncollectibles during Q 
the past several years making notes as to Aus! 
any trends, lack of recent write-offs, ete, 
Discuss collectibility with appropriate 
officer. 

Review the inventories on a compan. 
tive basis for several years in proportion L 
to sales. Inquire about any unusual in- 
creases. Review adjustments of book 
inventories to physical counts. A 


Obtain analyses indicating composition  doct 
of investments and deferred charge ac- J Dav 
counts. Determine valuation bases and A 
their propriety. Ascertain source and Com 
amortization policy for deferred charges. Be 

Review reports of Internal Revenue F ant, 
Agent and determine whether additional T 
assessments of federal income taxes have § at tl 
been common or infrequent. Review tax f ‘tee 
returns for differences between income for L P, 
tax and report purposes. "p 

Determine composition of accrued lia 7,¢, 
bilities and that accruals normal for a T 


concern of this type have been included § the 


Read bond indenture and determine § Sixt 
compliance with all terms. L, 
Read capital stock contracts for special " 
provisions. in th 
Read minutes of board of directors’ and B ham 
stockholders’ meetings. Watch particu- 
larly for commitments of any kind in 
cluding bonus or profit-sharing agreements, § 
pension plans, lease-backs, stock options, M 
purchase and sales agreements, etc. hea 
Communicate with company’s attorneys assis; 
with respect to pending litigation and M 
contingent liabilities of any kind. cours 
Review income and expense accounts § ” Er 
for unusual fluctuations and investigatt B pj, 
any discovered. R 
Obtain statement from company officials 
with respect to existence of unrecorded D 
liabilities and fairness of inventory total J fessoy 


and possibly with respect to other balanct 
sheet accounts. 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


(Eprror’s Note: Readers of this section are urged to send items eligible for inclusion in these columns to E. Burl 
Austin, Oklahoma A. and M. College, School of Business, Stillwater, Oklahoma. At intervals a routine request is 
mailed asking for this information, but readers need not wait for these communications.) 


ALABAMA 
University of Alabama 


LAWRENCE BENNINGER resigned to go to the 
University of Florida. 

Recent additions to the staff in the rank of 
Instructor are JoHN Ross and FRED BRETT. 

Axet SwaNc has completed his work for the 
doctoral degree and returned to his position with 
David Lipscomb College. 

A. J. Penz addressed the Birmingham 
Chapter of the American Society of Women Ac- 
countants in Birmingham. 

Victor HaRRIsoNn has been appointed assist- 
ant professor of accounting. 

Tuomas HUMBLE was on a faculty fellowship 
at the Tennessee Coal and Iron Division of U. S. 
Steel Corporation during the summer. 

Jor Lane of this university has received his 
L.L.B. degree from the University law school. 

Pavt GARNER has been re-elected Secretary- 
Treasurer of the Alabama Society of CPAs. 

The Department of Accounting cosponsored 
the Tenth Annual Federal Tax Clinic and the 
Sixth Annual CPA Workshop in October. 

W. H. Wurrney is serving as editor of the 
quarterly magazine The Alabama CPA. 

_ Grapy FULLERTON is serving as an instructor 
. the AIA course in report writing in Birming- 
am. 


CALIFORNIA 
Los Angeles State College 


Micwaet F. GrisaFe and LEonarp W. HEIN 
have been added to the staff with the rank of 


| assistant professor. 


Mary Mvrpny attended the 1956 summer 
course of the Institute of Chartered Accountants 
in England and Wales. 


University of Southern California 


RICHARD WILLIAMSON has been appointed as- 
sociate professor of accounting. 
_ Davin Lr has joined the staff as assistant pro- 
essor of accounting. 
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COLORADO 

University of Denver 

The University of Denver was host in October 
to the Sixth Annual Tax Institute co-sponsored by 
the Colorado Society of CPAs, the State Bar 
Association and the Denver Bar Association. Out- 
standing lawyers and practitioners served as 
speakers on the program. 


ILLINOIS 
Loyola University 

ALEXANDER EULENBERG joined the faculty as 
associate professor. 

Epwarp B. Witcox addressed the Accounting 


Seminar on The Development of the Accountng 
Research Bulletins. 
KANSAS 

University of Wichita 

The university will be host in May, 1957, to 
the Second Annual Petroleum Accounting Con- 
ference. Four prominent speakers will discuss 
technical phases of some of the problems of oil 
production accounting. The event is co-sponsored 


by numerous professional organizations in the 
State of Kansas. 


LOUISIANA 
Tulane University 


The University was host in November to the 
Sixth Annual Tulane Tax Institute, the theme of 
which was Applications of Tax Planning to 
Managerial and Financial Decisions. Outstanding 
speakers from all parts of the country were fea- 
tured on the program. 

Raps S. SANTHIN has been added to the ac- 
counting staff as instructor. 

V. has been promoted to the 
post of Dean of the School of Business. 


New York 
Long Island University 


Jesse B. CoGEN is serving on the Committee 
on Cooperation with Accountancy Educational 
Institutions of the Westchester Chapter of the 
State Society of CPAs. 
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Leo ScH Loss was honored by the New York 
Chapter of NACA for his contribution to the Ac- 
counting Teacher’s Guide. 


The City College of New York 


DEAN EMANUEL SAXE was the recipient of the 
Honorary Degree of Doctor of Commercial 
Science at the Semicentennial Anniversary of 
Pace College. 

STANLEY B. TunIck spent the summer months 
traveling in England, Israel, Italy and France. 

Josepu A. WIsEMAN received a Ford Founda- 
tion Pre-doctoral Fellowship for the current year. 

Max ZIMERING was elected Exchequer of Delta 
Sigma Tau Fraternity. 


Columbia University 

NorMAN S. CANNON is serving on the staff of 
the General Studies Division of Columbia Uni- 
versity during his leave of absence from the Uni- 
versity of Utah. 

James L. Donr is on leave for the academic 
year serving as special assistant to the president of 
the university. 

Howett A. INGHRAM has been appointed 
director of The Institute of Accounting, succeed- 
ing Donr. 

GARLAND C. OwWENs was awarded his Ph.D. 
recently and has been appointed assistant profes- 
sor of accounting. 


Canisius College 


Rosert G. ALLyN has been appointed acting 
chairman of the department and is also coordi- 
nating a course in the use of electronic computers. 


New York University 


Bruce FutuHey has been appointed to the 
committee on education and personnel of the New 
York Society of CPAs. 


OKLAHOMA 


Oklahoma A. and M. College 


DALE Corey has been added to the staff with 
the rank of instructor. 

GrorGE B. McCowEN is serving as program 
chairman of the Southwestern Regional Meeting 
of the American Accounting Association which 
will meet for the first time in April, 1957, at the 
Adolphus Hotel in Dallas, Texas. 


OREGON 
University of Oregon 
ArtHur B. Sti~iMan retired in July and is 
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spending some time teaching in the University o 
Alaska extension program at various army base 
in Alaska. 

Morton F. Moss, formerly of Syracuse Uni. 
versity, has joined the accounting staff as ap 
assistant professor. 

Joun Sowa spent the summer working on, 
special project in San Francisco for Crow 
Zellerbach Company. 


PENNSYLVANIA 
University of Pittsburgh 


New appointments include Ernest R. Det, 
lecturer, DANIEL A. Porco, JR., lecturer, GEorcz 
O. Tonks, lecturer, HAROLD WINTNER, lecturer, 
and HENRY J. PHILLIPs, instructor. 

Recent resignations include GitForD Frazer 
who went to Clemson University, and Marx A. 
PLIVELIC who went to Gannon College. 

Louis A. WERBANETH, JR., has been appointed 
to the Committee on Education of the Pennsyl- 
vania Institute of CPA’s. He has conducted the 
American Institute “Tax Practice Administra. 
tion” course for the Pittsburgh Chapter of the 
Pennsylvania Institute of CPAs. 

The Seventh Annual Accounting symposium 
was held on the campus in November. It was 
jointly sponsored with the Pennsylvania Institute 
of CPAs and twenty local colleges. 


TEXAS 
University of Houston 


The university was host in November to the 
Third Annual Institute on Taxation, co-sponsored 
by the Texas Society of CPAs. Speakers for the 
event came from many parts of the country. 


VIRGINIA 
College of William and Mary 


Wayne F. Gras has been appointed head o! 
the Department of Business Administration. 

Joun S. Quinn has returned to the staff a 
associate professor after a year at the University F 
of Maryland as assistant budget director. 


WASHINGTON 
University of Washington 


GrEorGE O. May served as Walker-Ames Let: 
turer in October, 1956. 

Wa ter S. PatMer, Jr., has been promote 
to the rank of associate professor. 

New appointments to the staff as assistant 
professor include FRED J. MUELLER and Reepk 
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Srorey. Appointed as part-time lecturers were 
Roperick L. Hotmes and JAMEs R. BENTLEY. 

ArtHuR M. CANNON resigned as professor of 
accounting in September to accept a position as 
vice president and treasurer of Standard In- 
surance Company, Portland, Oregon. 


State College of Washington 


THEeoporE R. SAtprn has returned to the staff 
after spending two years at the Hailey College of 
Commerce at Lahore, Pakistan. 

Josep R. TARBET has been promoted to the 
rank of associate professor. 

ARTHUR BRODSHATZER has resigned to accept 
a position as assistant professor at San Diego 
State College. 
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WEST VIRGINIA 
West Virginia University 
The university was host in October to the 
Seventh Annual West Virginia Tax Institute with 
co-sponsorship of the West Virginia State Bar and 
the State Society of CPAs. 


WYOMING 

University of Wyoming 

Marvin E. Byers has resigned to accept a 
position at Northwest Nazarene College, Nampa, 
Idaho. 

Keira H. Burpicx has joined the faculty as 
assistant professor of accounting. 

Jean F. Messer has been elected secretary- 
treasurer of the Wyoming Society of CPAs. 
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BOOK REVIEWS 
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Accounting 


Louis H. Rappaport, S.£.C. Accounting Practice and 
Procedure (New York: Ronald Press Company, 1956, 
pp. x, 555, $15.00). 


Corporations whose securities are listed or traded on 
the national securities exchanges, as well as companies 
offering new issues of securities for sale to the general 
public in interstate commerce, are required to file a 
rather comprehensive registration statement with the 
Securities and Exchange Commission. Thereafter, all 
registered companies are required to file annual and cer- 
tain other interim reports in order to maintain on a 
current basis the information filed at registration. 

The data called for in the registration statement and 
annual report include significant matters of both a 
financial and non-financial nature affecting the corpo- 
rate enterprise. Of major importance to the accountant 
is the financial section of this report. This provides for 
the filing of balance sheets, income statements, surplus 
or retained earnings statements, supporting schedules 
and explanatory footnotes for (a) the registered com- 
pany, (b) the registered company and its consolidated 
subsidiaries, and (c) the registered company’s majority 
owned unconsolidated subsidiaries. All of these state- 
ments, unless specifically exempt, are required to be 
certified by independent public accountants. S.E.C. 
examiners carefully review these reports to determine 
whether they have been prepared in conformity with 
accepted principles of accounting and comply with the 
applicable S.E.C. rules, regulations and pronounce- 
ments. Unless the financial statements are prepared in 
accordance with the Commission’s accounting require- 
ments, the registration statement may not be permitted 
to become effective, or at best the effective date may be 
unduly delayed until appropriate amendments have 
been filed to correct the deficiencies cited. Where a 
registration is already effective, action may be instituted 
by the S.E.C. to suspend its effectiveness. Since the 
securities acts make it illegal for securities to be offered 
for sale interstate or traded on any national securities 
exchange unless a registration statement is in effect, it 
becomes imperative for accountants certifying reports 
with the S.E.C. to become thoroughly familiar with 
the Commission’s accounting requirements and pro- 
cedures. Mr. Rappaport’s book contains this informa- 
tion. 

S.E.C. Accounting Practice and Procedure introduces 
the subject with a description of the S.E.C. and the laws 
it administers. Subsequent chapters are devoted to a 
discussion of the Commission’s accounting require- 
ments with specific reference to the form and content of 
financial statements required to be filed under both the 
Securities Act of 1933 and the Securities Exchange Act 
of 1934 as prescribed by Regulation S-X and supple- 
mented by the accounting series releases and the official 
decisions and reports of the S.E.C. Other matters 
covered include the accountant’s certificate, inde- 
pendence and liabilities of accountants under the 
securities acts, listing procedures and reports to stock- 
holders. 


This latest reference book on S.E.C. accounting 


practice and procedure is a welcome addition to the all 
too few standard works in this field, and should prove 
helpful to all concerned with the preparation and certi- 
fication of financial statements required to be filed with 
the S.E.C. 
B. BERNARD GREIDINGER 
Professor of Accounting 
New York University 
Graduate School of Business 


EuGENE L. Grant, Basic Accounting and Cost Account- 
ing (New York: McGraw-Hill Book Company, Inc., 
1956. pp. v, 377, $6.00). 


“This book on accounting has been written for per- 
sons who do not intend to become professional account- 
ants. Practically everyone who expects to hold a re- 
sponsible position in business or government needs to 
understand the principles of accounting” (p. 1). “... 
one might almost say that an elementary knowledge of 
accounting should be viewed as a prerequisite for good 
citizenship” (p. iii). With this in mind, the author has 
provided a simplified description of the conventional 
elements of general and cost accounting. This unified 
description enables the “‘non-accountants” to obtain a 
better understanding of the principles and objectives of 
accounting than might be obtained through limited 
on-the-job contact with particular phases of accounting. 
The material has been developed from classroom experi- 
ence with both industrial supervisory personnel and 
college students, presumably non-accounting majors. 

“In general, the method of presentation is based on 
the viewpoint that even though a person does not want 
to become a professional accountant, the best way for 
him to learn accounting principles is by solving numeri- 
cal problems. ... the majority of the problems in this 
book are short complete-cycle problems. Many of these 
problems are similar to the short complete-cycle exam- 
ples in the text. An effective teaching method has been 
to use one such problem for solution in class following 
the assignment of the corresponding text example, and 
to follow this by another similar problem for home solu- 
tion.” (pp. iii and iv) 

The book has twenty chapters grouped into three 
parts: “Accounting Fundamentals,” “Elements of Cost 
Accounting,” and “Some Accounting Topics.” Part one 
includes twenty-five problems; part two, eighteen; and 
part three, twelve. In addition there are three review 
problems. 

In the introduction to Part One, Mr. Grant quotes 
the familiar definition of accounting published by the 
AIA in 1941. Then he explains the accounting equation 
and the balance sheet as the framework for his exposi- 
tion of principles. Chapters 2, 3 and 4 present three sepa- 
rate examples of a complete accounting cycle. The be- 
ginning balances and transactions are entered in a group 
of T-accounts, which serve as the backbone of the pres- 
entation. The examples are carried through to state- 
ments. Perpetual inventories are explained in chapter 
3 and periodic inventories, in chapter 4. Short-term 
prepayments are exciuded from current assets on the 
balance sheet (p. 58). 
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Coherence is developed in each chapter by the narra- 
tion of why the transactions are entered in the T-ac- 
counts as shown. The narration is amplified by brief 
discussions of points raised by the examples, such as, 
the use of the profit and loss account (p. 39) and the 
relative merits of the gross-price method and the net- 
price method of handling purchase discounts (pp. 50- 
51). 

Chapters 5 and 6 draw on the example in chapter 4 
to introduce journals and subsidiary ledgers. Chapter 7, 
“More About Adjusting Entries,” completes Part One 
with sections on inventory valuation, reserves for bad 
debts and depreciation, and a summary example of 
adjusting and closing the books. Mr. Grant’s usage of 
the term “reserve” for bad debts and depreciation 
“merely reflects the present common usage in accounting 
even though it is recognized that other less ambiguous 
account titles would be preferable!” (p. 112). 

In Part Two, Mr. Grant states the objectives of 
cost accounting as financial control, cost control and 
sales control. The example of job-order costs “illustrates 
the flow of value through the cost accounts, showing how 
cost accounting places continuous valuations on inven- 
tories of materials, work in process, and finished goods, 
and how it determines cost of goods sold” (p. 157). The 
example of process cost accounting explains the princi- 
ples in terms of a single-product manufacturing com- 
pany. Chapters 11, 12, and 13 discuss the three cost 
elements and relate them to the objectives of cost ac- 
counting. Chapter 14 explains standard costs both by 
example and discussion. 

In Part Three, chapter 17 on fixed assets and de- 
preciation is noteworthy. Budgetary control, interpreta- 
tion of statements and the uncritical use of accounting 
data are also treated. Mr. Grant concludes his text 
with references to standard books on general and cost 
accounting. 

Within the scope he has permitted himself (131 pages 
for “Accounting Fundamentals” and 148 pages for 
“Elements of Cost Accounting”) Mr. Grant has written 
a fine introduction to conventional accounting and cost 
principles for “non-accountants.” Many students who 
are interested in a brief description of how these basic 
principles are applied will find this book useful and 
rewarding. 

Rosert A. MEIER 
Professor of Accounting 
Loyola University, Chicago 


Accounting for Community Chests and United Funds 
(New York: United Community Funds and Councils 
of America, 1956, pp. 33, $2.00 to members—$3.00 
to non-members). 


This booklet, a recent revision of a pioneering effort 
made in this accounting area in 1945-1946, is a concise 
yet apparently successful attempt to accomplish a two- 
fold purpose: (1) to convey to transient fund supervising 
boards the purpose and importance of proper accounting 
for funds collected and held in public trust, and (2) to 
provide a system of accounts and a manual of basic 
procedures which will meet the primary requirements for 
accounting continuity, managerial information, and 
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periodic audit. In the reviewer’s opinion, this booklet 
does an excellent job in meeting this twofold purpose, 
The first three-fourths of the booklet are given over to 
a well-worded description, couched in lay terms, of the 
real purpose of an accounting system. Traditional gener. 
alizations are few and far between. 

When the authors felt pressed to remark that proper 
accounting “makes possible the discharging of basic 
responsibilities” they went ahead to define theg 
responsibilities in detail: (1) Chests and Funds havea 
responsibility to the contributors... , (2) Chests and 
Funds have a responsibility to those agencies for whom 
the funds are raised... , (3) The executive has a re 
sponsibility to the board of directors... , and (4) The 
executive has a responsibility to himself and his staff, 

.? The balance of this portion of the booklet is a 
nicely integrated expansion of the specific ways in which 
good procedures and accounting will aid in the proper 
discharge of these responsibilities. Although it would 
have been easy for the authors to do so, they never 
let themselves get bogged down in the legalisms of 
trust funds. This section also contains tips of a practical 
nature (avoid commissions to paid solicitors, provide 
for liability insurance, etc.) and closes with a discussion 
of the ways in which properly contrived financial state- 
ments can help public relations. 

The final fourth of the booklet contains a chart of 
accounts designed to meet the accounting needs for 
expendable funds both large and small. The authors 
make the well founded suggestion that this chart of 
accounts be broken down into two self-balancing sys- 
tems: (1) General Fund Accounts maintaining the de- 
tails of the trusteeship of the funds ultimately distribut- 
able to other agencies and (2) Operating Fund Accounts 
which will portray adequately the financial condition 
and operating cost of the central administration. The 
former group of accounts consists primarily of cash 
and near-cash assets and distribution liabilities while 
the letter group includes accounts for physical facilities 
and administratively incurred liabilities of a continuing 
nature. This chart of accounts is built around an as- 
sumption of accrual accounting but may also be adapted 
to the cash basis. Also included on the final pages are 
some useful hints on ways in which the accounting pro- 
cedures may be implemented by form design and mecha- 
nization. 

In all, the authors of this booklet have done an ad- 
mirable job in providing an accounting indoctrination 
for the ever-changing management of the going concern 
which centralized fund raising has become. At the same 
time they have provided the ultimate accountant with 
a fairly comprehensive manual of accounts . . . all this 
in a few pages. The few fund administrators and ac- 
countants with which the reviewer had the opportunity 
to discuss this booklet were unanimously and favorably 
impressed with its content. 

Date S. Harwoon, Jr. 
Assistant Professor of Accounting 
University of Texas 


W. G. LEONARD AND FRANK W. BeEarp, Canadian Ac 
counting Practice (Toronto: McGraw-Hill Company 
of Canada Limited, 1956, pp. xiv, 494, $6.75). 
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This is a procedural rather than a principles and 
theory book. It is intended for use as an elementary 
accounting text and as a reference manual for account- 
ants. The authors state that they “have endeavoured to 

ide a distinctly Canadian text-book in accounting.” 

While the book has been written for freshmen intend- 
ing to be more than bookkeepers, it seems to lack the 
intellectual challenge that might stimulate able young 
minds and lead them on to an accounting career. This 
is evidenced by the numerous admonitions throughout 
the book regarding mechanical matters and the failure 
to present (until the last chapter) any guiding concepts. 

The authors have organized their book in a manner 
somewhat similar to American introductory accounting 
texts. After a beginning chapter in which the accounting 
cycle is presented, they then employ a “transaction” 
approach (purchases, sales, cash receipts, cash dis- 
bursements) to explain the nature and use of accounting 
records Next, payrolls, bills of exchange, adjust- 
ments, the allocation of costs of inventories and fixed 
assets, and the preparation of financial statements are 
explained and illustrated in that order. The formation, 
nature, records, legal aspects and numerous other aspects 
of accounting for partnerships and limited (incorpor- 
ated) companies are then set forth in an authoritative 
manner. The last part of the book covers bonds and in- 
vestment securities, manufacturing accounts, depart- 
mental, agency and branch accounts and the analysis 
of financial statements. One appendix consists of a 
practice set and the other presents eight four-hour 
primary accounting examinations set by Canadian 
professional accounting bodies for their students-in- 
accounts in 1954 and 1955. 

The authors have omitted a number of topics ordi- 
narily presented in an introductory text. One of the more 
noticeable is omission of an explanation, evaluation and 


illustration of inventory pricing in terms of lifo, fifo, and 
the lower of cost or market. In other matters, such as the 
voucher system, and other segments of an internal con- 
trol system, there is discussion of the more straight- 
forward practices but neglect of less frequent items such 
as partial payments, freight-allowed purchases, promis- 
sory notes, and purchase returns and allowances, as they 
affect the voucher system. The ageing of accounts re- 
ceivable is not presented, only the straight line method 
of depreciation is explained, and the gross profit meth- 
od of estimating inventory is not discussed. 

In other repects the authors have provided an exten- 
sive, informative explanation of required practices. This 
is evident in the chapter on payrolls, particularly pay- 
roll deductions required by Canadian laws. It is the 
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case too in the chapters on partnership and corporation 
accounting. 

An interesting, distinctive feature in partnership ac- 
counting is the application of the Garner v. Murray rule 
in a liquidation in which one of the partners is in default. 
The authors say: “The English courts have held... 
that any loss resulting from the default of one of the 
partners is to be regarded as a personal debt due to the 
remaining partners rather than as an ordinary trade 
loss. Consequently, the loss represented by the debit 
balance in the partner’s capital account is to be borne 
by the solvent partners in proportion to their respective 
capital balances immediately prior to the liquidation 
rather than in proportion to the profit and loss sharing 
ratio.” If the trustee for the liquidation desires to make 
a distribution of capital before all assets have been 
realized, he can only safely do so by assuming the re- 
maining assets to be worthless and applying this rule if 
applicable. 

In Canada an incorporated business is known as a 
limited company and its capital stock is called share 
capital. A limited company may be incorporated as a 
private or public corporation. If private it may not have 
more than fifty shareholders (not including persons who 
are or have been in the employment of the company), 
may not invite the public to subscribe for any shares 
or debentures, and the right to transfer its shares is 
restricted. The authors explain these and numerous 
other corporate accounting topics and also the legal 
regulations governing company accounts. They do not 
present the subject of treasury stock as it is illegal, in 
Canada, for a company to “trade” in its own capital 
stock. 

In the section on manufacturing there is no explana- 
tion of the possible methods or necessary cost accounts 
to apply factory burden, though in other respects this 
section is comparable in subject matter to most intro- 
ductory books. 

One real challenge is provided by the inclusion of an 
explanation and problems respecting a statement of 
source and application of funds. This is a feature not 
generally found in an introductory text. 

The authors have provided brief but interesting men- 
tion of professional accounting training bodies in Cana- 
da. There are four certificate granting organizations, 
each of whom, in general, cooperate with the universi- 
ties to provide accounting instruction and to set quali- 
fying examinations. 

Brian E, BurKE 
Associate Professor 
University of British Columbia 


Economics 


Oswatp Knautu, Business Practices, Trade Position, 
and Competition (New York: Columbia University 
Press, 1956, pp. 181, $3.00). 


In this spirited volume Mr. Knauth outlines a new 
theory of business practice. The basic proposition of his 
theory is the “universal urge for protection against the 
chaotic fluctuations of the untamed market” (p. 163). 


The author argues that there are no automatic 
forces, such as competition among many producers, 
which can be relied upon to maintain the welfare of the 
economy, no “harmony of interests” which leads each 
individual, in pursuing his own interest, to promote that 
of the society. The destructive power of each group is 
beyond its constructive abilities; each enterprise must 
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strive for a position of strength and durability “in order 
to avoid the chaotic instability of the market place” 
(p. 171); government must play a “positive role in stabi- 
lizing the economy as a whole and in effecting compro- 
mises among industries and groups” (p. 171). 

This theory rejects in ¢oto the classical theory of 
economy based on the assumption of many independent 
producers striving for the greatest profit in every sepa- 
rate transaction. “The business practices necessary for 
continued survival in an era of mass production are the 
complete antithesis of those governing small-scale com- 
petition” (p. 167). Our modern mass production system 
which emerged in 1890-1900 is dominated by some 3000 
publicly owned corporations; in each industry a few of 
these giants do the bulk of the business; each company, 
in its struggle to survive, “seeks unique advantages 
which remove it from proximate dependence on the 
market place” (p. 7); prices are administered, not mar- 
ket determined. The assumptions of the classical theory 
and the postulates of a managed, mass production and 
mass distribution economy “cannot be bridged by 
interpretations, modifications, and prefixes” (p. 11). The 
classical theory must be discarded. 

Mr. Knauth’s analysis of business practice centers in 
the concept of trade position. The modern mass pro- 
duction corporation does not strive for profit (though 
profit is of course necessary for continuity), but for trade 
position. Trade position consisis of any advantages 
which enable the firm to stabilize demand for its prod- 
ucts, and consequently to maintain a continuing flow 
of output. Trade position may arise from advantages 
in location, exclusive position, custom, reputation, and 
so on, Trade position is essential for survival. 

The quest for trade position and for stability of de- 
mand has shifted emphasis from production to market- 
ing. This shift has created the new science and profes- 
sion of marketing. Other results of the struggle for 
trade position are integration and continual innovation. 
Firms must integrate in order to assure themselves of 
uninterrupted supplies of materials and of outlets for 
their products; they must innovate in order to stimulate 
consumer demand. Failure to innovate may mean loss 
of trade position and consequent extinction. 

Trade position is not to be confused with monopoly, 
Mr. Knauth warns. Even the largest firms are always 
in danger of losing their trade position and are engaged 
in a competitive struggle to keep abreast. Competition 
comes not so much from firms producing identical or 
similar products, but from other industries. Aluminum 
competes with steel, plastics with metals, all firms com- 
pete for the consumer’s dollar. This struggle for trade 
position Knauth calls “strategic competition.” 

One of the fourteen brief chapters deals with“ The 
Tool of Accountancy.” The giant, mass production com- 
pany could not exist without this tool. Continuing im- 
provements in accounting make centralized control 
more effective and open up new possibilities for hori- 
zontal and vertical unification (p. 40). Accounting is a 
guide for judgment; the accountant is, or should be, “a 
philosopher who ponders over the principles by which 
he can most correctly portray the situation” (p. 39). 
But the accountant’s figures of profit and loss are of 
course not sufficiently exact to enable the executive to 
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follow a policy of “profit maximization.” Profit maxim. 
zation is in fact not the aim of modern business 

ment; the theory of profit maximization is built on, 
false assumption. 

This, in brief, is the new theory of economy outlined 
by Mr. Knauth. The importance of this, as of all eco. 
nomic theories must be judged on three levels: the scien. 
tific, the practical, and the ideological. To be meaning. 
ful a theory of economy must show how the economy 
functions, it must provide formulations on which policy 
can be based, and it must be useful as a defense and 
justification of dominant group interests. Mr. Knauth’s 
theory rates high in each of these departments. 

On the scientific plane, the author offers a new inter. 
pretation of how our economy works. His concept of 
trade position is especially felicitous in centering at. 
tention on significant aspects of our business system. 

As to policy, Mr. Knauth’s theory shows how welfare 
has been “hampered by the application in law and ad- 
ministrative decisions of a theory of economics... 
which has no relation to the facts and necessities of 
business practice” (p. 176). Policy makers should recog. 
nize the need of business enterprise for trade position, 
Not the degree of competition (in the classical sense 
of many firms producing identical or similar goods), 
but the degree of efficiency in production and distribu- 
tion should be the criterion for regulation of business, 

Of greatest importance, in the opinion of this re- 
viewer, is the ideological implication of Mr. Knauth’s 
theory. Whereas the classical theory glorified the small 
business enterprise, Knauth’s theory of business prac- 
tice justifies the ways of big business. The giant mass 
production enterprise is here to stay, and it is good. Big 
business is not monopolistic in the usual sense of this 
term which implies contraction and stagnation. On the 
contrary, the struggle for trade position demands ex- 
pansion, innovation, greater efficiency. Big business 
practices, denounced as monopolistic by adherents to 
the old theory of competition, are not only essential 
features of our economy, but are also much more bene- 
ficial to society than competition among many small 
firms, the virtues of which are largely fictional. Corpora- 
tion managers should draw more comfort from this 
theory than from the warmed-over classical Jaisses- 

faire gospel according to von Mises and von Hayek 
which is preached and propagated by the N.A.M. 

Mr. Knauth’s book deserves the attention of all 
students of business and economics. It is brief, non- 
technical, lucid, and will bring rich rewards to those 
who are willing to invest three hours of reading time. 

ANATOL MuraD 
Associate Professor of Economics 
Rutgers University 


Beta Gop, Foundations of Productivity Analysis: 
Guides to Economic Theory and Managerial Control 
(Pittsburgh: University of Pittsburgh Press, 1955, 
pp. xi, 303, $5.00). 


Books designed to integrate economic theory with 
managerial decision-making are always a welcome addi- 
tion. Gold’s book clearly falls into this category. The 
main objective is to advance understanding of industrial 
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productivity adjustments consistent with various sets 
of managerial objectives. 

The book does this in five parts: Part A discusses the 

, principles and measurements of productivity 
analysis. In Part B a number of analytical models relat- 
ing to productivity components are developed. Part C 
analyzes the causes of change in the productivity of in- 
puts and Part D inquires into technical and economic 
efiects of productivity changes. The final part deals 
with productivity adjustments as a decision-making 
problem. 

Productivity studies can be grouped as follows: in- 
put-centered, output-centered and point-efficiency. The 
first two groups can be applied to plant operations, 
industries, regions and entire economies. The primary 
focus of point-efficiency studies is appraisal of the allo- 
cation of resources within plants or firms. 

Measuring the productivity of direct labor as an 
input factor is simple, while measuring the productivity 
of fixed capital is no easy task. Gold develops a group of 
increasingly refined analytical models for this purpose 
and applies some of them to iron and steel manufactur- 
ing between 1904 and 1939. The conclusion is reached 
that productivity adjustments may be best conceived 
of as a complex of relationships with at least six com- 
ponents: the productivity of direct labor, the productiv- 
ity of fixed capital, the productivity of purchased ma- 
terials and supplies, the proportions in which these in- 
put factors are combined, the ratio of materials input 
to effectively utilized capital facilities, and the ratio of 
direct labor to materials input. Changes in productivity 
levels may originate in any one or more of these fac- 
tors and may then affect any of the others. The adjust- 
ments must be reflected in one or more of these com- 
ponents and they depend upon the particular combina- 
tion of components which have been affected. 

In many respects, productivity measures which are 
focused upon inputs in the form of their physical vol- 
umes and those which are focused upon the cost of such 
inputs must complement one another. In determining 
the effects of productivity adjustments upon the finan- 
cial success of an enterprise, managerial decision-making 
is obviously more immediately concerned with cost than 
with physical measures of inputs. Yet, in seeking to 
determine the sources of observed cost adjustments, 
and in seeking to guide such adjustments, management 
is generally forced to consider the physical aspects of 
productivity adjustments. And so the author concludes 
that for policy purposes both types of measurements 
need to be used by management. 

The book makes it plain that there is no single pro- 
ductivity index that can be used in all cases. Instead, 
depending upon the purpose to which the index is to 
be put, different kinds of data and components should 
be used. 

There can be no doubt that Gold has written a 
scholarly book. Unfortunately, he makes the exposition 
of many ideas more difficult than is perhaps necessary. 
All too few of the people who must decide about pro- 
ductivity adjustments in their firms will feel like working 
through this book. This is a pity, since those in decision- 
making positions could benefit from a better under- 
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standing of the variables that affect the productivity of 
their operation. 
WERNER Z. Hirscu, 
Associate Professor of Economics 
Washington University, 
St. Louis 


Horace J. DE Popwin, Discharging Business Tax 
Liabilities (New Brunswick: Rutgers University 
Press, 1956, pp. xii, 167, $4.00). 


The literature of public finance has concentrated 
largely on the problems of shifting and incidence, prices 
and output. The effect of taxation on corporations and 
on competitive structures has been almost completely 
ignored. Perhaps it has been assumed simply that tax 
payment creates little or no burden for the firm, and 
therefore has no effect on competition. But whatever 
the reason, our knowledge of the impact of taxation on 
the business corporation is woefully deficient. This work 
is an attempt to shed some light on an important, but 
neglected subject, and to point the way to further re- 
search. 

Dr. de Podwin’s explicit intentions are to show the 
importance of tax payment provisions as a corporate 
burden and their effect on the competititve nature of the 
taxed industries. For expository purposes, taxes are 
divided into three groups. The first is composed of pre- 
payment levies, under which payment is made in antici- 
pation of a liability-creating act. Typical of these are 
the stamp excises on liquor, tobacco, and dairy product 
substitutes. The second group consists of short-term 
tax obligations, payable within three months after the 
liability is created. Among others in this category, we 
find, for example, personal income taxes withheld at 
source, and old age and survivors insurance payroll 
taxes. Finally, we have the category of delayed payment 
taxes, the most common of which is the corporate in- 
come tax. The author concentrates on groups one and 
three. 

After tracing the significant developments in tax 
legislation, Dr. de Podwin considers the payment prob- 
lems of excise taxes, and shows how working capital 
requirements are affected by the relationship of rate of 
tax and price, and the period of prepayment. Briefly, the 
working capital burden varies directly with the tax- 
price ratio and the length of the period of prepayment. 
Thus a specific tax imposes a larger capital burden on 
the producer of the lower-priced product. Further, a 
rise in price which results from an increase in the tax 
rate serves to increase the pressure on working capital, 
not reduce it; while a price reduction due to a decline 
in the excise will ease the burden. 

In one of the more important chapters of the book, 
Dr. de Podwin attempts to relate prepayment excises 
and the degree of competition. Unfortunately the data 
which are presented are incomplete and to a large ex- 
tent inconclusive. In the illustrations cited, industries 
saddled with prepayment excises may be described as 
monopolistically competitive. Some significant ques- 
tions, however, remain unanswered. In an economy 
characterized by varying degrees of imperfect competi- 
tion, we should like to know, first of all, where these 
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industries fall along the scale of monopoly power. This 
requires a criterion by which this power may be meas- 
ured. Also, how can we determine the importance of 
the excises as a causal factor of the diminished competi- 
tion? Stigler, for example (Theory of Price, revised 


edition, p. 227), regards large-scale advertising outlays 
as the causal factor, at least in the domestic tobacco 


industry. Nevertheless, the author’s conclusion cannot 
be denied that prepayment taxes produce some strain 
on working capital, and where large-scale capital re- 
quirements pose a barrier to entry, they can only serve 
to heighten the barrier. The capital markets do not al- 
ways provide the necessary solution, as the smaller 
firms may not be able to borrow at the prime rate, and 
during periods of “tightness” in the money market may 
find it difficult to obtain funds at any price. The margin- 
al firms are therefore forced to the periphery of the market 
to compete in terms of price, with the further disad- 
vantages of the increased burden on working capital 
and lower profitability. 

The remaining chapters are devoted to the payment 
aspects of the corporate income tax. From the point of 
view of the firm there is at least one important differ- 
ence between this and the prepayment levy. During the 
accounting period, the income tax liability is contingent, 
and remains so until the close of the fiscal or tax year. 
Thus it is available for general corporate use and is avail- 
able at least in part until the final instalment is paid. 


Rosert N. ANTHONY, editor, Proceedings: Automatic 


Data Processing Conference (Boston: 
School of Business, Harvard University, 1956, pp. 
viii, 194, $3.50). 


This book is made up of the edited transcripts of 
talks and discussions at a Harvard Business School Con- 
ference held September 8 and 9, 1955. The emphasis is 
on the problems of large-scale automatic data processing 


installations. 


According to the editor, the conference represents 


an attempt to provide a basis of communication between 
businessmen and technical people—scientists and engi- 
neers. “With reference to data processing, the essence 
of this . . . communication problem is that businessmen 


must find ways of telling the technical people what their 


requirements for data are, so that equipment can be 
designed to furnish these data as efficiently as possible; 
and the technical people must find ways of telling busi- 


nessmen about the potential uses and the limitations of 


the new equipment.” (p. iii) 
The book is set up as follows: 
Part One: Basic Principles and Techniques 
1. Automatic Data Processing Methods—T. F. 
BrapsHAw, Cresap, McCormick and Paget 
2. Principles of Electronic Data Processing— 
ANTHONY OETTINGER, Harvard Computation 
Laboratory 


3. Administrative Problems of the Investigation 
Phase—Peter B. LAusacu, Harvard Business 


School 


Electronics 


Graduate 
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To the extent that payment is delayed, the income tay 
provides an important source of working capital for the 
firm. The average size of these funds may be seen, readi. 
ly, to vary directly with the time interval between igi. 
tial accrual and final payment. In periods of rising ae. 
tivity and profits, additional funds are generated as the 
current tax accruals exceed the tax payments. However, 
the dangers inherent in the use of tax liabilities for 
general corporate purposes become painfully apparent 
in periods of business contraction. When profits decline 
the firm running the risk of using its income tax liabili- 
ties may find itself in serious financial difficulty as the 
tax payments begin to exceed current accruals. Perhaps 
this is the reason that Dr. de Podwin found for the 
period studied, 1940 to 1949, that the vast majority of 
corporations hold liquid balances or short-term govem- 
ment securities against their income tax liabilities, 
In the wake of this auspicious beginning it is cer. 
tainly to be hoped that the author and other writers 
will continue to enrich the literature of public finance 
with further consideration of the payment aspects of 
taxation. 
RoBErT C. ORTNER 
Instructor in Economic 
and Social Statistics 
Wharton School 
University of Pennsylvania 


Part Two: Centralized vs. Decentralized Organization 
for Data Processing 
4. Problems of Decentralization—FRANK H. Mons, 
Westinghouse Electric Corporation 
5. Problems of Centralization—James W. Pontivs, 
General Electric Company 
Part Three: Criteria for Selection of Equipment 
6. An Evaluation of Electronic Data Processing 
Equipment—Samvet N. ALEXANDER, National 
Bureau of Standards 
. The Role of Special Purpose Equipment— 
KENNETH E. Iverson, Harvard Computation 
Laboratory 
8. Selecting an Application for Mechanization— 
Joan D. Ditton, Janus O. Dyat, Byron 0. 
MarsHaLt, Jr., Mellon Institute of Industrial 
Research 
Part Four: Case Studies of Applications 
9. Case Study—Order Processing and Production 
Planning—Epwarp L. Wattace, Harvard 
Business School 
10. An Application to Payroll—G. M. Snrenay, 
General Electric Company 
Part Five: Operations Research and Data Processing 
11. Operations Research—Its Relationship to Data 
L. Acxorr, Case Institute 
of Technology 
12. What to Expect From Operations Research— 
M. L. Hurnt, General Electric Company 
Discussions follow each part. 
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Part One presents an excellent non-technical dis- 
cussion of the advancement of data processing through 
five stages from manual routines to the electronic com- 
puters; a three-stage approach to the solution of a basic 
data processing problem; the general organization of an 
electronic data processing system; the problems of pro- 

ing; and the functions of the program. The nine 
pages of exhibits in Chapter 1 should be particularly 
helpful in explaining the development of data processing. 
Chapter 3 is based on the author’s interviews with per- 
sons in 42 companies—30 of which were users or poten- 
tial users of electronic equipment, and 12 electronic 
equipment manufacturers. This chapter is about evenly 
divided between a description of the various investiga- 
tion steps of the companies surveyed and a discussion 
of the problems which any company may face when con- 
sidering the use of automatic data processing equip- 
ment. 

The two chapters in Part Two afford an interesting 
comparison of the philosophies of the place of data 
processing installations in two competing decentralized 
companies. In each chapter the author begins with a 
summary of the organization of his company and follows 
up with a discussion of the problems faced in each case 
and the considerations which led to a choice of central- 
ized or decentralized installations. 

In the first two chapters of Part Three, recent de- 
yelopments in equipment are discussed. Chapter 6 
traces the development of data processing systems in 
the National Bureau of Standards and the Bureau of 
Census as an introduction to a general discussion of the 
capabilities and characteristic features of data process- 
ing machines. General and special purpose machines are 
compared in Chapter 7 on the basis of the degree of 
adaptability or flexibility. The author discusses the 
kinds of analyses required for the design of special pur- 
pose equipment and cites methods of mitigating the 
high cost of initial design and installation. 

The authors of Chapter 8 use a series of flow charts 
to illustrate a well-ordered discussion of the problems 
involved in choosing an application for mechanization. 

The talks reported in Part Four are descriptions of 
applications of automatic data processing equipment in 
two areas: (1) order processing and production for a 
large shoe manufacturer, using drum storage equip- 
ment; and (2) a payroll application at General Electric 
using general purpose equipment. Some additional ap- 
plications at General Electric are discussed in the 
second chapter, including material control, general and 
cost accounting, billing, and marketing research. 

The two concluding chapters of this book present in 
very understandable terms one of the best discussions 
— operations research is and does that I have 


For one who is interested in an essentially non- 
technical discussion of a number of aspects of automatic 
data processing, this book will be both valuable and 
understandable. It is, indeed, a contribution to the 
establishment of a better basis of communication be- 
tween businessmen and technical people in a most dif- 
ficult field. I recommend it, as well, as supplementary 
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reading for courses dealing with management control 
and accounting. 
James R. BENTLEY 
Lecturer in Accounting 
University of Washington 


Ricuarp G. CANNiNG, Electronic Data Processing for 
Business and Industry (New York: John Wiley & 
Sons, Inc., 1956, pp. 332, $7.00). 


This book is the outgrowth of a university course in 
business and industrial management. The discussions 
are limited to the application of digital data processing 
devices to business clerical functions. 

The text has ten chapters in three groupings: first, 
Electronic Data Processing—A New Management Tool, 
Patterns of Data Processing, Summary of Electronic 
Data Processing Machines, Programming Typical 
Clerical Operations; second, The Systems Study, The 
Electronic System: Initial Design, The Electronic Sys- 
tem: Detailed Design, The Role of Operations Research; 
and, third, Equipment Characteristics, Management’s 
Program for Obtaining a Reliable System. 

The author indicates in his introductory chapter the 
importance of a new type of individual, the systems 
engineer. In the process he indicates various installa- 
tions of electronic data processing in airline reservations, 
department store inventory control, and a job shop 
production control system. Data processing systems 
engineering is aimed at selecting the best method of 
processing information within the organization, so as to 
direct and control the efforts of the people and thus 
reach the objective set by management. In the perform- 
ance of this function it may be reasonably expected that 
general purpose data processing machines will form the 
hub of electronic systems, at least for some years to 
come. The components of the electronic data processing 
machines are discussed thoroughly, indicating that in 
business systems external memory systems are used for 
storing the large volume master files and daily transac- 
tions. Magnetic tapes are the most popular form of ex- 
ternal memory at present, but development in high 
speed, high capacity random access memories look very 
promising. Further, the importance of the programming 
function was discussed, both during the initial study and 
planning phase, as well as after the specific equipment 
had been ordered. Management should be familiar with 
the procedures involved in programming and coding the 
machines, and the importance of such programs in 
selecting a particular machine. 

Secondly, the systems study, aimed at determining 
a company’s specific requirements for a data processing 
system, is a most important phase of the overall pro- 
gram. The systems study includes a short initial phase, 
to aid in formulating a plan of attack. The initial study 
in the text dealt with a production control system which 
should be reviewed by the top men in the company— 
those who can analyze the system in terms of the ob- 
jectives of the company. In the final stages the time 
schedules and processing times should be developed. It 
is true that management has been most interested so far 
in the application of electronics to the data processing 
functions, rather than to decision making functions. The 


Re 


164 The Accounting Review 


potential advantages of quantitative techniques such 
as linear programming in selecting an optimum product 
mix have been used by management in production 
scheduling. 

In the third phase, the indications are that in elec- 
tronic data processing equipment, input equipment re- 
quires the most improvement. Magnetic tapes are be- 
coming well established for providing large volume ex- 
ternal storage of information. The next development 
will most likely be in the direction of the file mainte- 
nance machine, which can perform certain types of 
processing operations in addition to sorting and collat- 
ing. The operating reliability of existing electronic data 
processing equipment is good, and it is getting better. 
The evidence now in hand indicates that management’s 
faith is warranted, providing that the proper systems 
planning has been done. 

The level of this book seems to be directed toward 
the business executive with management experience. 
Any person interested in the ever pressing questions 
involved in electronic data processing equipment should 
be stimulated toward further study. 

James Don Epwarps 
Associate Professor of Accounting 
Michigan State University 


HERBERT F. KiincMAN, Electronics in Business—A 
Case Study in Planning: Port of New York Authority, 
(New York: Controllership Foundation, Inc., 1956, 
pp. 121, $4.00). 

The major divisions in this study are: first, The Port 
of New York Authority: A Summary of Its History, 
Organization and Operation; second, Early Phases of 
Electronics Research, Reviewing Results to Date, 
Planning Future Research; third, Organizing and Staff- 
ing Electronics Research; and fourth, Electronically 
Integrated Toll Revenue Recording and Accounting, 
Re-Orienting the Port Authority’s Electronics Research, 
Converting to Electronic Accounting. 

The Port Authority, organized in 1921, is a public 
corporation, but the Authority’s Board of Commission- 
ers resembles the board of directors of a private cor- 
poration. The Executive Director’s relationship to the 
Board and his responsibility for direction of the Port 
Authority’s activities, nine service departments and 
four operations departments, are comparable to those 
of the chief executive of a private corporation. By 
December, 1955 total investment in facilities amounted 
to $579 millions, with operating revenues amounting to 
$69 millions. The size and organization of the Port 
Authority’s accounting division resembles that of a 
medium-sized industrial or public utility business. 

At the start, the Manager of the Procedure Division 
and others of his staff were assigned to electronics re- 
search on a part-time basis. Preliminary analyses were 
undertaken in areas where large masses of data were 


involved. The task force, with the aid of a consultant, 
came to the conclusion that an integrated electronic 
tolls recording and accounting system was technically 
feasible. In 1952 each manufacturer was asked to recom. 
mend an electronics system which would meet the Port 
Authority’s requirements at a cost which could be 
justified in terms of expected savings in operations and 
improved production information. The decision then 
was to defer final action. 

In 1953 the emphasis was on planning for specific ap. 
plications in the mass data processing operations such 
as tolls recording, accounting and cost accounting. A 
policy was established at this time to consider only those 
proposals which provide a general-purpose electronic 
digital computer with capacity for handling several 
major data processing operations. The research group 
developed the general criteria on which various com- 
puter systems had been and would be compared. 

The comptroller estimated that about two man- 
years of staff time had been devoted to on-the-job elec- 
tronics research from the end of 1949 to March 1954, 
By this time it was apparent that development of com- 
puters and consolidation of the computer industry had 
progressed to a point where the Port Authority should 
intensify and accelerate its electronics research with the 
specific and immediate objective of readying one or 
more data processing operations for computer process- 
ing. Then came the creation of the Electronics Research 
and Application Division as one of the five divisions of 
the Comptroller’s Department. The initial policy was to 
staff this new division with generally competent per- 
sonnel for electronics research from the Port Authority 
personnel, 

The Division contacted all likely suppliers of general- 
purpose electronic computers with a request that in- 
terested companies submit to the Port Authority, by 
March 28, 1955, proposals for building and installing 
an electronic computer system. An alternate program 
was approved for utilizing a medium-sized electronic 
computer in the Controller’s Department for all ap- 
plicable accounting and statistical operations. The 
planned sequence for converting various Port Authority 
accounting operations to electronic processing is: (1) 
cost accounting; (2) revenue accounting, other than 
tolls; (3) revenue accounting, tolls; (4) expense distribu- 
tion; (5) general/subsidiary ledgers and preparation of 
financial statements; (6) property accounting; and (7) 
payroll accounting and preparation (tentative). 

This case study reports not only positive aspects of 
the electronic computer planning and installation but 
also includes facts about reverses and disappointments. 
It will appeal to those seeking information on the trials 
and tribulations of an electronic computer installation. 

James Don Epwarps 
Associate Professor of Accounting 
Michigan State University 
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Dovetas A. Hayes, Appraisal and Management of 
Securities (New York: Macmillan Company, 1956, 
pp- 383, $4.50. 


Professor Hayes of the University of Michigan has 
made a stimulating contribution to the field of invest- 
ment literature. The tone of A ppraisal and Management 
of Securities is “to aim . . . at those who are, or would 
like to be, analysts. . . . I have attempted to emphasize 
significance, alternatives, and critical interpretations 
rather than description.” He seems to have achieved his 
objective. 

The book is divided into four major parts and 15 
chapters: Part I, Approach and Limitations; Part II, 
Appraisal of Investment Characteristics (qualitative 
and quantitative); Part III, Determination of Invest- 
ment Standards and Values; Part IV, Management of 
Security Portfolios. 

Professor Hayes has a definitive approach which 
some readers might call arbitrary. Particularly in Part 
III, he suggests specific standards for such topics as 
earnings of interest and preferred dividends; ‘“cash- 
flow” protection; “going concern” values; and capitali- 
zation rates for common stocks. However, as he points 
out in the preface, “Sometimes these matters are con- 
troversial, and I do not expect universal agreement with 
my reasoning and related conclusions. In fact the read- 
ers who take the trouble to reason out logical grounds 
for disagreement with any passage will probably obtain 
more real value from the book than those who passively 
submit to whatever is offered.” 

Although Hayes says that his thinking has been 
greatly shaped and influenced by Benjamin Graham, 
Appraisal and Management of Securities is a differenti- 
ated product. Probability is the key word in the author’s 
approach. Hayes maintains that “an intelligent and 
thorough application of these techniques to individual 
companies should increase the probability of reasonable 
investment success.” Hayes deals with clues to the fu- 
ture. In successive chapters he points out the important 
factors to be considered in analyzing product lines, cost 
structures and competitive risks, economic character- 
istics and managerial performance, financial risk, re- 
ported earnings, and inventory and depreciation 
policies. 


The book emphasizes theories, principles, and tech- 
niques. The presentation is buttressed by selected illus- 
trations. By design, the discussion is limited to indus- 
trials. Digressions to “special cases’ are minimized. 
Diversification in portfolio construction is stressed. 

Most accountants should be pleased wi.h the author’s 
understanding and application of accounting techniques. 
His chapters on critical evaluation of reported earnings, 
inventory and depreciation, and techniques for esti- 
mating earning power reveal his grasp of the limitations 
as well as the uses of accounting data in security 
analysis. 

Hayes uses a discriminating approach to non 
recurring items. Instead of applying sweeping generali- 
zations, he offers typical examples (i.e., disposal of 
assets, tax adjustments) and suggests how they may or 
may not be related to future operations. 

Hayes’ non-revolutionary common stock valuation 
technique is presented with clarity and perspective. 
Essentially, it revolves around the determination of 
future earning power and the capitalization rate to be 
applied thereto. The discussion of the latter is especially 
well done in a separate chapter. 

“Growth” stocks are given special attention. Hayes’ 
treatment includes definitions, characteristics, analyti- 
cal difficulties, and valuation approaches with respect 
to estimates of earnings and appropriate capitalization 
rates. 

The book is concluded with three cases of portfolio 
construction which demonstrate cognizance of the vari- 
ous risks on the one hand and the several objectives on 
the other. 

There are no questions and problems for class discus- 
sion within the text. Coupled with a casebook, such as 
Calkins’ Cases and Problems in Investments, or with 
selected mimeographed cases, Appraisal and Manage- 
ment of Securities deserves serious consideration for 
investment course adoptions. In any event, Hayes’ 
excellent work certainly belongs in security analysts’ 
libraries. 

Cartes T. HoRNGREN 
Associate Professor of Accounting 


University of Wisconsin 


General 


Norsert Luoyp EnricK, Modern Mill Controls (New 
York: Modern Textiles Magazine and Rayon Pub- 
lishing Corporation, 1955, pp. 28, $2.00). 

The author of this booklet has used his wide practical 
experience to present administrative tools for controlling 
the production operations of a textile mill. This short 
presentation hits key ideas and techniques that will be 
helpful to profitable operations in today’s high competi- 
tive situation. 

General management principles are used to evolve 
specific control techniques, starting with organization 
of a mill and the need for effective coordination between 


sales and manufacturing. (General familiarity with 
textile mill machinery, terminology and operations is 
assumed on the part of the reader.) 

The control of manufacturing operations is centered 
around the control laboratory which is described in 
some detail. Here standards are established to evaluate 
performance of output for quality, quantity and waste. 
Many examples are presented of specific forms and re- 
ports used to schedule work, evaluate the yield efficiency 
for each major operation, and administer a preventive 
maintenance program. 

Statistical quality control techniques are used to 
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illustrate methods of pinning down quality responsi- 
bilities and highlighting areas where improvements in 
operations are needed. The reports and procedures sug- 
gested are designed to use the “exception principle” of 
concentrating management attention on performance 
that does not meet predetermined standards. 

The examples shown are excellent, but they are still 
only examples and have their greatest usefulness as a 
springboard of ideas that can be adapted to the needs 
of specific mill operations. There are many diagrams, 
charts and tables that will be helpful to mill engineers, 
superintendents, accountants and top management. 
While most of the reports suggested do not tie in with 
the accounting records of a mill, they can be a great 
value in explaining the reasons why the results shown 
by accounting reports are good or bad. 

ALBERT N,. SCHRIEBER 
Professor of Business Administration 
University of Washington 


FERDINAND F, and Davin J. Scuwarztz, Jr., 
Introduction to American Business (New York: 
American Book Company, 1956, pp. ix, 634, $6.00). 


This new textbook in American business is another 
attempt to provide instructional materials that will en- 
able the beginning college student to acquire the 
“broad” understanding of our business life now con- 
sidered so essential from both general education and 
pre-vocational points of view. To discharge this respon- 
sibility, the authors “have attempted to put into useful 
form and arrangement the materials most important to 
the understanding of the nature, scope, and quality of 
that complex phenomenon, the American business 
scene.” 

Introduction to American Business is divided into 
thirty-four chapters, with appendices on career selection 
and legal matters pertaining to business. Pictures, 
tables, graphs and charts are used generously, although 
not to excess. A series of questions and several short 
problems conclude each chapter. Teachers will find 
many of these problems useful in provoking the inquiry 
and interpretation that promote ideational growth. 
Terminology certainly should be understandable for 
the average college freshman. A feature of the text is 
that separate chapters have been devoted to agriculture 
as a major industry, to instruction in reading the finan- 
cial pages of newspapers and in obtaining other business 
information, and to the human relations factor in 
business. Small businesses and service establishments 
also have been assigned a separate chapter. Other areas 
covered—marketing, accounting and statistics, finance, 
personnel and labor-management relations, business 
ownership and organization, etc.—are those commonly 
found in basic business textbooks. Those examining the 
book will want to satisfy themselves that adequate 
attention has been given to the economic aspects of our 
business life. 

Problems confronting authors of a textbook on 
business that purports at once to be introductory, com- 
prehensive and stimulating to further study are evi- 
denced throughout this book. The reader may well 
question the validity of the “broad understanding” 
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outcome from this or any other book of great scope at 
the basic level. Significant conceptual growth is not 
likely to result from the reading of either countless fun. 
damental definitions at one extreme or high-level ab. 
stractions at the other. Definitive material—usually not 
very thought provoking—is, of course, a first essential 
in an introductory text. However, one may doubt the 
wisdom of the attempt to explain the principle of farm 
price parity in nineteen lines, or an eleven-line treatment 
of the principle that infant industries need protective 
tariffs. Nor does it seem likely that the student will 
acquire needed referents in the absence of extensive, 
directed outside reading and discussion simply by being 
confronted by the statement at the end of the chapter, 
“Describe how price parity works.” The question that 
must be answered at this point applies equally to other 
textbooks in this field: Have the authors gone too far 
and tried to introduce too many concepts, with resulting 
failure to generate by brief treatment the interest that 
might well have followed more detailed discussion. It’s 
like trying to make a movie of War and Peace. 

Offsetting this condition at least to some extent, the 
authors have made considerable use of examples and 
illustrative data to make basic statements more mean- 
ingful. Those selected from current activities of widely 
known individuals, firms, and governmental agencies 
are especially helpful. There are, however, more state- 
ments that are given only very sketchy support. The 
reviewer questions neither the necessity for conforming 
to demands for wide coverage in a basic business text- 
book nor the belief that we cannot expect initially to 
teach for completeness. What is questionable is to ex- 
pect a basic book of such wide scope to arouse genuine 
interest in the absence of inspired teaching. 

ROBERT BricGs 
Associate Professor of General Business 
University of Washington 


JoserH D. Cooper, How to Communicate Policy and 
Procedure (New London, Connecticut: National 
Foremen’s Institute, 1956, pp. xi, 212, $12.50). 


This book deals with a timely suvject. Management 
is increasingly coming to realize that achievement of its 
goals depends to an important extent upon the effective- 
ness with which it communicates information, ideas and 
instructions. More specifically, it is the communication 
of written instructions that is emphasized. This work, 
and three preceding it, came as a result of the author's 
design of instruction systems for several government 
agencies. 

Cooper points out that written instructions include 
many types of documents: bulletins, office notices, 
various types of manuals, handbooks, job instructions 
and many others equally familiar to the reader. Since 
there are so many types, and each is a means for the 
transfer of thought between people, it behooves man- 
agement (particularly those associated with big 
activities) to insist that real skill be invested in the 
preparation and release of written instructions, When 
that is done and proven techniques are followed, effec- 
tive communication will follow. 

Cooper’s techniques revolve around the production 
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and use of loose-leaf manuals. He sees them as providing 
avehicle capable of coping with the “increasingly com- 
mon problems of coordinating a mass and multiplicity 
of instructions.” In the loose-leaf manual written ma- 
terial will be found under common headings with a 
minimum of cross references and numbering. The 
author also devotes some attention to written instruc- 
tions which are more or less permanently bound, such 
as handbooks, circular instructions, etc., and goes on to 
describe their purpose, advantages, usage and upkeep. 

Cooper stresses that every system of written in- 
struction should be founded on a need-to-know basis to 
fita particular organization. It does no good, for exam- 
ple, to install some one else’s system in your organiza- 
tion. Your system must be tailored to your setup. 

The author feels that if the activity is a big one,a 
Central Management Communication Unit should be 
provided and charged with the job of coordinating, 
reviewing and editing the written instruction. But, 
warns Cooper, the action unit should produce the first 
draft. 

The author devotes considerable space and attention 
to the fundamentals of effective written expression. The 
reader is Boss, and if we are to communicate with him 
eflectively, we must express our opinions simply, 
briefly, clearly, and directly. Several examples of wordy 
expressions (“‘officialese” and “gobbledygook” to some 
people) are shown in Chapter 4 and Appendix A, along 
with their shorter and more effective substitutes. The 
latter, on the average, give a greater than 60% saving 
in words along with a corresponding increase in clarity. 
A sort of cost consciousness lingers subtly in the back- 
ground with the employment of these examples. 

The big assist which pictures and charts can give the 
process of communication is played up effectively 
throughout the major portion of one of the chapters. 
Finally, the author cautions that written instructions 
are not likely to be followed unless steps are taken to 
insure compliance, and he goes on to describe a number 
of steps that can be effectively employed. 

The reviewer considers the book valuable for any 
company or activity library. 

M. H. Gruntz, Captain, USN 
Supervisor of Shipbuilding, 
Naval Inspector of Ordnance 
Department of Navy 
Chicago 


PauL WASSERMAN, Information for Administrators: A 
Guide to Publications and Services for Management in 
Business and Government. (Ithaca, N. Y.: Cornell 
University Press, 1956, pp. 375, $6.00). 


Any business or professional person is well aware 
that the number of organizations and publications 
which supply information to aid in the formulation of 
intelligent decisions has increased almost beyond the 
limit of comprehension. This volume, Information for 
Administrators, has successfully managed to systema- 
tize the mass of information available, and guide one 
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through the maze of sources in the broad fields of busi- 
ness and governmental management. 

According to the author the work is not intended for 
the skilled researcher who is more than likely familiar 
with most of the information sources treated. It is in- 
tended, however, to be an aid for those active in busi- 
ness and government as well as for students. 

Each of the fifteen chapters in this volume deals with 
a specific class of information. The subject matter of 
each chapter opens with a general description of the type 
of information included in that class and is followed by 
a brief description of the specific sources of published 
information of that category. 

The following list of chapter headings and appendixes 
gives a good indication of the coverage. 

I. Libraries as Information Centers 
II. Government as a Source of Information 
III. Sources of Legislative and Regulatory Data 
IV. Services in Business and Public Affairs 
V. Periodicals and Keys to Their Use 
VI. The Newspaper’s Informational Function 
. Sources of Statistical Data 
. Facilities of Trade and Professional Associa- 
tions 
IX. The Informational Role of the Chambers of 
Commerce 
X. Business and Governmental Research Organi- 
zations 
XI. Reference Books as Sources of Facts 
XII. Sources of Information on Local Areas 
XTII. International Information 
XIV. Basic Publications in Business Administration 
XV. Basic Publications in Public Administration 
Appendixes 
A. List of Depository Libraries 
B. Field Offices of the United States Department of 
Commerce and the Small Business Administra- 
tion 

C. Bureaus of Business Research of American Uni- 

versities 
D. Bureaus of Government Research of American 
Universities 

FE. Information Sources on Foreign Countries 

F. American Chambers of Commerce in Foreign 
Countries 

G. Bank Publications on Economic Conditions in 
Foreign Countries 

It appears to this reviewer that Information for Ad- 
ministrators has considerable value to the person who 
engages in research occasionally and to the teacher who 
supervises student research. Certainly a library should 
have a copy. 

This volume is the first in a series of books and mono- 
graphs in what will be known as the Cornell Studies in 
Policy and Administration. Mr. Wasserman has made 
a distinct contribution. 

Dona.p J. EMBLEN 
Professor of Business Administration 
Montana State University 
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Jesse BuRKHEAD, Government Budgeting (New York: 
John Wiley & Sons, Inc., 1956, pp. ix, 498, $7.50). 


The author summarizes and interprets ideas which 
have thus far been advanced in the field of economics as 
related to budgeting. For examples, he cites the manner 
in which phrases and arguments of the classical econo- 
mists continue to be used in pleas for a balanced budget. 
At the same time there is rather widespread acceptance 
of the goals and tools of Keynes, who regarded the goal 
of balancing the government’s budget as something less 
than paramount. These sets of somewhat incompatible 
ideas have influenced the outlook of businessmen, 
politicians and scholars on some of the most fundamen- 
tal matters of budgeting. 

In economic terms, public activity may be dis- 
tinguished from private or business activity according 
to the relationship of each to the market. Products of the 
private sector of the economy are sold in the market, and 
while an enterprise frequently pursues some nonprofit 
or social objectives, its principal activity is dominated 
by the profit motive. Public activity operates in the 
market to the extent that it must purchase factors of 
production. Beyond that, the things which take place 
in the market are not available as a basis for decision- 
making, for in this sphere services are not generally pro- 
vided with the expectation of realizing a profit. 

Activity in the public sector of the economy is or- 
ganized in accordance with the “budget principle,” 
which means that decision-making must be accom- 
plished through political and administrative procedures 
based on common social objectives not readily trans- 
lated into terms of prices. The budgetary process con- 
tributes to more intelligent judgments concerning the 
allocation of public resources, and encourages more 
effective use of resources apportioned to a particular 
program. However, the author does not agree with those 
who think that the budget should enforce efficiency in 
the same way that the market enforces efficiency in 
business, 

The budget of the United States and of many other 
countries is an instrument for consciously influencing 
the economic life of the nation. This would not be a 
property of most state and local budgets, since at this 
level budgets are rarely planned with a view to main- 
taining a high level of income and employment in the 
area. Budgets must be somewhat flexible if they are to 
make a reasonable contribution to fiscal policy, i.e., to 
developing and stabilizing the economy. Of course the 
budgetary process does not necessarily serve as the co- 
ordinating mechanism for fiscal policy. 

In order for the federal budget to be more effective 
as an instrument for economic stabilization some 
method should be devised for measuring the approxi- 
mate economic effects of governmental activity. The 
author devotes considerable attention to a proposed 
economic character classification of government re- 
ceipts and expenditures. In his opinion, substantial de- 
velopment has taken place in recent years in some areas 
of federal budgeting, but almost nothing has been 
accomplished in developing a budgetary classification 
for purposes of economic analysis. 
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Dr. Burkhead makes some solid contributions to the 
problem of understanding public policy and the power 
to govern. Careful consideration is given to the problem 
of how to articulate policy and administration. Ip 
reality power and authority in government do not reside 
in elected representatives alone. Policy is made where 
decisions are made, and this fact centers attention op 
the importance of securing responsibility in administra- 
tion. Decision-making at various levels enters into all 
aspects of public budgeting. 

The author has attempted a summary of wide 
literature in the fields of budgeting, public finance, 
administration and economics. The book thus consti- 
tutes a highly useful reference volume. Selected bibli- 
ographies appear at the end of each chatper. 

Roughly one-haif of this work deals with the histori- 
cal development and procedural aspects of governmental 
budgeting. A critical examination of the development 
and potential value of performance budgeting in the 
United States is of special interest. Performance budget- 
ing shifts the emphasis from the means of accomplish- 
ment to the accomplishment itself, which appears to be 
a highly useful concept. Nevertheless, adoption of the 
performance budget process in government has taken 
place at a relatively slow rate. The conclusion is reached 
that the reason for this lies in the fact that performance 
budgeting is extremely difficult and requires an almost 
complete reorientation in the administrator’s “way of 
life.” Four case studies (Tennessee Valley Authority, 
Department of the Army, City of Richmond, and City 
of Los Angeles) are presented to illustrate the manner 
in which these jurisdictions utilize a budget system 
with program or performance characteristics. The need 
is expressed for effective sharing of such experiences. 

The inherent limitations in transferring improved 
methods of budgetary control between business and gov- 
ernment are mentioned in several instances. It might 
easily be argued that the organizational problems and 
executive needs of business and government are becom- 
ing increasingly alike. It would follow that the widest 
possible exchange of experiences should be carried on 
in order that each might understand the very different 
responsibility of the other. 

Budgeting is no longer thought of as an annual 
affair, but rather as a continuous process. This con- 
tinuity is, however, marked by specific phases of a 
cyclical character. The first phase deals with executive 
preparation and submission of a budget document. It is 
followed by a phase involving legislative consideration 
and authorization of the budget through enactment of 
an appropriation bill. The next phase is execution of the 
budget, which is followed by audit for compliance with 
the legalities of appropriation. These matters are not 
treated in great detail, but the discussion is adequate to 

give the reader a good chronological review of what 
transpires in a typical cycle. 
Raymonp T, COLE 
Supervising Auditor 
Boeing Airplane Company 
Seattle 
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LAWRENCE L. VANCE AND JOHN NETER, “Statistical 
Sampling for Auditors and Accountants” (New York: 
John Wiley & Sons, Inc., 1956, $9.00). 


These comments reflect my point of view as an ac- 
countant, as I make no pretense of being a statistician. 
Being aware of the prominence of the authors in the 
field of statistical sampling, I have no doubt that the 
statistical principles expounded in the book are sound 
and therefore I will confine my comments to their ap- 
plicability to the field of auditing. In Chapter 1 the 
authors correctly point out that, as a basis for their 
opinions upon financial statements, auditors rely 
heavily upon test checks of accounting records and 
supporting data. They feel, as many others do, that 
statistical sampling techniques are adaptable to the 
examination of accounting records and, accordingly, 
should be utilized by the auditor in making his tests. 
They go on to set forth the deficiencies in “judgment” 
sampling and urge auditors to adopt more objective 
methods. 

Practicing public accountants as a whole are vitally 
interested in improving their auditing techniques and 
have, to some extent, pursued the possibilities of apply- 
ing some statistical approach to their testing. Many 
articles have been published in accounting literature 
dealing with this subject but to my knowledge this is the 
most ambitious and comprehensive work so far. Un- 
fortunately, the authors of the book place too much 
emphasis on statistical sampling techniques in general 
rather than those which have practical application to 
auditing. 

As is demonstrated in the book, statistical techniques 
have been used successfully in the examination of ac- 
counting records. However, there is a distinction be- 
tween auditing and sampling accounting records. The 
latter may be done for the purpose of estimating the 
composition of accounts as to size, etc. or the nature of 
the physical things they represent. The auditor is prin- 
cipally concerned with establishing the reliability of the 
book records from which financial statements have been 
prepared. The “accuracy” he requires is generally only 
that which would result in the financial statements pre- 
senting fairly the financial position and operating re- 
sults of the company. The auditor realizes that by rely- 
ing upon a test or sample that he is accepting a ‘“‘sam- 
pling risk,” i.e., that the sample is not truly representa- 
tive of the whole. He does not, however, accept a 
measurable tolerance in the accuracy or reliability of the 
accounting records being audited. 

On page 131 of the book the authors evidence a lack 
of comprehension of the auditors’ approach to examin- 
ing accounting records and his reliance upon internal 
accounting controls, The authors’ premise that ‘‘perfec- 
tion in any population cannot be expected” misleads 
them in suggesting methods of applying sampling tech- 
niques to auditing. A properly organized accounting 
system normally embodies procedures which provide 
the degree of accuracy expected by the auditor. Obvi- 
ously, there can be “errors” which are unimportant to 
the auditor, but the final result is reliable. 

For example, a subsidiary ledger maintained on a 


bookkeeping machine would provide automatic proofs 
which would assure that the ledger was always in bal- 
ance with the control account. This fact is checked 
constantly by the company’s own staff. Although the 
auditor realizes that this accuracy should exist, he still 
has to satisfy himself that it does. His chance of finding 
an “error’’ from his point of view is practically zero. 

While not as simple as this illustration, the same 
principal applies to most of the tests which an auditor 
usually makes. Even though he expects to find no errors 
because of the controls provided by the accounting 
system, he must satisfy himself that these internal 
controls have not broken down completely. Any error 
found in the course of the test would cause him to make 
a thorough investigation immediately to find out what 
had happened and to determine the possibile effect of 
the breakdown upon the reliability of the accounting 
records. 

Due to the facts that “error” as such is extremely 
limited in most cases and that the auditor is unwilling 
to accept any definite degree of what he considers 
“errors,” it does not appear that “acceptance sampling” 
has much practical value to the independent auditor, 
although many articles have been written along these 
lines and a good portion of this book is devoted to it. 
However, some use of simple “probability” sampling 
and possibly “estimate sampling” might well be useful 
to the extent that, with proper sampling techniques, the 
auditor can determine the sampling risk he is taking. 
As a result of a test he could have a measurable degree 
of assurance that the conditions which he found in the 
sample and which, in his judgment, he is willing to ac- 
cept are representative of the whole. He might also de- 
termine that, having found no “errors” as far as he is 
concerned that he has a measurable assurance, based 
upon the size of his sample, that there is less than a 
certain percentage of error in the whole. The sections of 
the book devoted to the various methods of selecting 
a sample will be of particular interest to auditors and 
should be given some consideration as providing more 
objective testing results. 

There are many situations where statistical pro- 
cedures may be of value as a part of the internal control 
procedures within an accounting organization. Where- 
ever control is established by a one hundred per cent 
check of items, an extensive sampling procedure might 
well eliminate considerable clerical work. Several exam- 
ples of this are explained in the book. It would also 
appear that statistical techniques might also be adapta- 
ble to tests made by internal auditors who generally 
check for greater “accuracy” in the detail records than 
do the independent accountants, 

For accountants who are desirous of gaining a knowl- 
edge of statistical sampling methods, the book provides 
a comprehensive explanation of the various techniques. 
To those not familiar with the use of mathematical 
symbols and formulae, the reading may be tough going. 
However, with the book as a fundamental explanation 
of statistical methods of sampling, it is hoped that con- 
tinued efforts will be made both by accountants and 
statisticians towards solving the problem of how some 
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statistical techniques may be adapted to the p2cutiac 
problems of the auditor. 
Josern L. Rota 
Partner 
Price Waterhouse & Co. 
Newark, New Jersey 


Freperick C. Mitts, [ntroduction to Statistics (New 
York: Henry Holt and Co., 1956, pp. xv, 637, 
$6.00). 


Professor Mills’ new abridged edition of Statistical 
Methods (Henry Holt & Co., 1955, 3rd edition) is de- 
signed primarily to be used in introductory courses in 
statistics. The organization is directed toward the non- 
mathematical reader and beginning student. It gives the 
essential philosophy necessary to comprehend the under- 
lying assumptions and limitations basic statistical 
methods. 

Chapters I through V are devoted to the handling of 
large masses of data in the form of frequency distribu- 
tions. The statistical measures, both in their under- 
standing and the methodology, are very adequately 
covered. However, greater emphasis on sources of data 
and its presentation would have been most helpful. 

Chapters VI, VII, and VIII deal with probability 
distribution and the more important phases of sta- 
tistical inference, namely problems of estimation and 
tests of hypotheses. Chapter [IX deals with correlation 
and its uses but is limited to simple linear correlation. 
Time series and index numbers which are important in 
the understanding of business and economic forecasting 
and fluctuations, are thoroughly explained in Chapters 
X through XIV. Chapter XV is an introduction to small 
sample theory and briefly explains the work of “Stu- 
dent” and some uses of the “t” distribution. 

As in the larger edition, the bibliography and appen- 
dix provide helpful mathematical derivations and source 
material. 

This edition is essentially the same as Statistical 
Methods with the major deletions of analysis of variance, 
chi square, and multiple and partial correlation. I fail 
to see why Statistical Meihods could not be used for 
introductory courses as well as advanced with the 
organization of the course left to the discretion of the 
instructor. It appears that the publisher was trying to 
produce a cheaper book. This book, however, accom- 
plishes its basic puroses, it is easily understood and 
enlightening, and excellent as a basic text. 

I, ABRAMOWITZ 
Assistant Professor of Commerce 
Universily of Wisconsin 


Joun NETER AND WILLIAM WASSERMAN, Fundamental 
Statistics for Business and Economics (New York: 
Allyn and Bacon, 1956, pp. xiv, 638, $6.50). 


This book is among the best of the elementary busi- 
ness statistics texts of recent years. While it follows the 
usual general organization pattern, it differs from com- 
parable texts (and I believe advantageously so) in 
putting primary emphasis on two related concepts: (1) 
that probability is the basis of modern statistics, and 
(2) that modern statistical methods are valuable tools 
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of decision-making for business. The presentation jg 
integrated around these two ideas, with many illustra. 
tions and cases to explain the basic statistical concepts 
and to demonstrate their uses. While these features are 
not unique to the present text, few others have suc. 
ceeded so well in presenting the ideas clearly, forcibly, 
and in connected fashion. Too often the advances of 
modern statistics have crept piecemeal into business 
statistics texts, the result being that they were treated 
as disconnected topics with major emphasis still laid op 
calculation of descriptive measures. The present text 
properly subordinates such calculations to the status of 
intermediate steps toward the broader goal of decision. 
making by appropriate statistical methods. 

The above differences should not be overemphasized. 
The text covers the conventional statistical tools— 
averages, index numbers, correlation and regression, 
time series analysis—in very adequate fashion, present- 
ing them always, however, as tools useful to the 
business manager rather than just as “statistical meth. 
ods.” The material is at the level of the beginning 
business statistics course. 

After an introductory chapter, the following topics 
are covered in Chapters II through V: data collection 
and processing, elementary analysis of data (rounding, 
ratios, percentages), tabular presentation, and graphic 
presentation. The heart of the book is in Chapter VI 
through X: frequency distributions and their charac- 
teristics (including averages and dispersion measures), 
probability, sampling, statistical estimation, and sta- 
tistical decision-making. These five chapters might well 
be recommended as a review of basic modern statistics. 
Succeeding chapters cover linear regression and cor 
relation, index numbers, and time series analysis. These 
latter chapters are slanted toward business applications 
in forecasting, planning, and control. Appendices con- 
tain further calculation methods, and tables. 

The book appears quite teachable. Some of the ma- 
terial is a bit stiffer than in the average business statis- 
tics book, but explanations are good anu generally 
precede discussion of detailed techniques and calcula- 
tion procedures. Questions and problems at the end of 
each chapter are in goodly number and tied well to the 
substance of the chapter. Adaptibility to course length 
is provided by the starred-section technique. 

A minor criticism of the book is that some illustrative 
data are a bit outdated (on page 583 a monthly time 
series ends with December 1951) and an occasional 
reference is likewise (on page 12 the Bureau of Agricul 
tural Economics, reorganized out of existence several 
years ago, is indicated as a data source). Depending on 
the instructor’s taste, the chapter on index numbers 
may need supplementing by fuller descriptions of cur- 
rent important indexes; references are given at the end 
of the chapter however. 

Accounts will doubtless recognize Professor Neter 
as the author of numerous articles on the application 
of statistical methods in accounting, and co-author 
(with Lawrence Vance) of Statistical Sampling for 
Auditors and Accountants. The present book would 
probably furnish a good introduction to Vance and 
Neter’s opus, in addition to its major appeal to the 
broad market in the usual elementary business statistics 


col 
wil 

ca 
Wi 

ad 

It 
in 

en 
tio 

te 
wi 

M 
as 
dy 
ke 
4 19 
na 

in 

B 
ga 

ila 
co 

S 
ac 
cc 

I 
se 

b 

i 

n 
0! 


tation js 
y illustra. 
Concepts 
itures are 
lave suc- 
forcibly, 
vances of 
business 
treated 
ill laid on 
sent text 
Status of 
decision- 


phasized, 
1 tools— 
egression, 
, present- 
il to the 
cal meth- 
beginning 


ng topics 
collection 
rounding, 
d graphic 
apter VI 
r charac- 
1easures), 
and sta- 
right well 
Statistics, 
and cor- 
sis. These 
plications 
lices con- 


f the ma 
ess statis- 
generally 
1 calcula- 
he end of 
ell to the 
se length 


lustrative 
thly time 
yccasional 
Agricul- 
e several 
ending on 
numbers 
1s of cur- 
t the end 


or Neter 
yplication 
>o-author 
pling for 
would 
ance and 
al to the 
statistics 


course. Though the present reviewer is not yet familiar 
with the Vance-Neter book, the Neter-Wasserman book 
can be well recommended. 

The presentation and material of the Neter- 
Wasserman book are directed strongly toward business 
administration, a feature which is in itself quite proper. 
It may be however (and this would also be true of most 
comparable texts) that the administrative and manage- 
ment emphasis makes the text less satisfactory as an 
introduction to economic statistics. Perhaps the differ- 
entiation between economics and business administra- 
tion has reached the point that specialized statistics 
texts are in order. An introduction to economic statistics, 
while overlapping considerably with business statistics, 
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might introduce the student to uses of statistical meth- 
ods in major data collection systems (e.g. the cen- 
suses), sample surveys (e.g. the survey of consumer 
finances), econometrics, input-output methods, flow-of- 
funds and national income accounting. The basic sta- 
tistical ideas would be the same, but the specialized 
techniques and direction of emphasis would differ con- 
siderably. These comments are intended more as a sug- 
gestion to some enterprising author than as a specific 
criticism of this book or others directed toward the 
college of business market. 

Desert C. Hastincs 

Business Economist 

Federal Reserve Bank of St. Lowis 


Taxes 


Monographs on Fundamentals of Federal Taxation (New 
York: Practising Law Institute, $15.00, $2.00 
singly). 


The Practising Law Institute was chartered in 1938 
as a non-profit educational institution. It was created 
by and for lawyers to make available opportunities to 
keep abreast of current developments in the law. In 
1943 the Institute program was expanded to include a 
national educational program for lawyers on federal 
income taxes under the sponsorship of the American 
Bar Association. From 1946 to 1948 the Institute or- 
ganized refresher courses in fifty cities for returning 
lawyer war veterans. At present, this organization is 
conducting, in New York City, evening lecture courses, 
Saturday and two-day forums, and summer sessions. In 
addition to this, over 8,000 lawyers throughout the 
country have participated in the Practising Law 
Institute home study courses. 

The basic texts for these extensive programs are the 
series of monographs on four general topics published 
by the Institute and authored by over seventy practic- 
ing lawyers and educators. Two of the monograph 
series deal with federal taxation. One series, Current 
Problems in Federal Taxation is composed of thirteen 
monographs. The other series, the Fundamentals of 
Federal Taxation, is comprised of twelve monographs 
of which the following seven were reviewed: 

Ash, Robert, Preparation and Trial of Tax Cases, 

August, 1955. 80 pp. 

Blattmachr, George G., and Russell S. Knapp, 
Accounting Periods and Accounting Methods, 
March, 1955. 110 pp. 

Craven, George, The Gift Tax, December, 1954. 108 
Pp. 

Harnett, Bertram, Capital Gains and Losses, 
February, 1955. 76 pp. 


Lindsay, David A., Items of Gross Income, April, 
1955. 60 pp. 

Michaelson, Arthur M., Income Taxation of Estates 

and Trusts, March, 1955. 76 pp. 

Parker, Allan J., Deductions and Credits, March, 

1955. 110 pp. 
Monographs on other subjects in this series are: tax- 
free exchanges; corporations; partnerships; federal 
estate tax; and the tax advisor’s approach. These 
monographs are well written and quite thoroughly cross 
referenced to the Internal Revenue Code of 1954 and 
to cases of interest on particular points. 

The accountant will find these monographs to be 
excellent refresher materials. They provide a thorough 
grounding in the basic rules of federal income, estate, 
and gift tax law practice and are kept up to date by 
frequent revisions to reflect subsequent changes in the 
law. The table of contents in each monograph is so 
complete that it is virtually an index making it possible 
to locate any topic with little difficulty. They also are 
extensively documented so as to serve as springboards 
for research into the Code or related cases. For example, 
the monograph on gift taxes refreshes the memory of 
the reader on such points as: the history of the gift tax 
law; the general application of the gift tax; what con- 
stitutes a taxable gift; the powers of appointment; and 
transfers with powers and interests reserved. The 
monograph is concluded with an appendix showing and 
explaining a filled-in gift tax return for four years. 

The monographs are small in cost and small enough 
in size to slip into a coat pocket for reading in spare 
moments. They are not small in value. To the busy 
accountant with cobwebs in any particular area of 
taxation these monographs offer a means of swift and 
systematic review. 

M. Locke 
Certified Public Accountant 
Palm Springs, California 
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P. in Stock 


. MONOGRAPH-—No. 3. AN INTRODUCTION TO CORPORATE ACCOUNTING 
ARDS, by Paton and Littleton. (Reprinted in 1955.) ($1.50 per copy, including postage.) 7 

. Monograph—No. 5. STRUCTURE OF ACCOUNTING THEORY, by A. C. Littleton, 195¢77 
($1.50 per copy, including postage). ‘ 

. Price Level Changes and Financial Statements, Case Studies of Four Companies by Ralph | 
C, Jones, 192 pages 
Price Level Adjustments, Basic Concepts and Methods by Perry Mason, g2 pages, 
Combination Price 

. Membership Roster—Jan. 31, 1957—$2.00. 

’. Index—THE ACCOUNTING REVIEW — 1926-1950—$2.50 per copy, 1951-1955, $2.50 per copy, — 
(Monographs No. 1, 2 and 4 are out of stock; No. 4 can be obtained from the Foundation | 
Press, 268 Flatbush Avenue Extension, Brooklyn 1, New York. 


BOOKLET—ACCOUNTING CONCEPTS AND STANDARDS UNDERLYING CORPO: 
RATE FINANCIAL STATEMENTS—1948 Revision and Supplements 1 through 8 (Re™ 
printed 1955)—15¢ per copy. 


. PROCEEDINGS OF THE AMERICAN ASSOCIATION OF UNIVERSITY INSTRUCTORS 
IN ACCOUNTING 
(Predecessor of the American Accounting Association.) ($1.10 per copy, including postage.) 

Vol. I, No. 1, May 1917 Vol. VIII, No. 1, June 1924 
Vol. VII, No. 1, Apr. 1923 Vol. IX, No. 1, Feb. 1925 
Vol. IX, No. 2, Dec. 1925 


. THE ACCOUNTING REVIEW 


($1.50 per single copy including postage—No charge for separate index for issues prior % 
to 1952. Index is bound in October issue, starting with 1952.) The following issues are 
available: 
Index—1928, 1934, 1939-1951, incl. 


ACCOUNTING REVIEW— 1930—Sept. 1945—July, Oct. 
1931—Mar. 1950—April 
1936—Sept. 1951—Jan., July 
1938—Sept. 1952—July, Oct. 
1939—Sept. 1953—Jan., April, July, Oct. 
1940—June, Dec. 1954—Oct. 
1941—Sept., Dec. 1955—Jan. 
1943—July 1956—Jan., Oct. 
1944—Oct. 


Secretary-Treasurer (Use this as an order form) | 
American Accounting Association 

College of Commerce and Administration 

The Ohio State University 

Columbus 10, Ohio 


Please send me the following publications: 
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